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Coming—The practice of making post- 
death payments to a deceased employee's 
family has been increasing lately. Certain 
types of postdeath payments continue to be 
regarded by the courts in the nature of 
gratuities. In general terms, however, the 
Code sets a ceiling of $5,000 on such tax- 
free payments. Harry Yohlin’s article on 
this subject poses the question: “‘Is the effect 
of this enactment ‘finis' to the body 
of judicial law gradually developing in this 


area?"’ This is a very timely discussion. 


The embezzler has his tax problems, too. 
These are not, of course, everyday prob- 
lems for the tax man. This fact makes 
Sidney Gelfand's article dealing with the 
“claim of right'’ doctrine and the taxability 
of embezzled funds a worth-while reference 
article on an unusual and infrequent tax 
point. 
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FEDERAL 
TAXES 


Tue PURCHASE of whiskey could be a de- 
ductible item under the medical expense provisions. Just like 
in prohibition times, a doctor’s prescription is needed. You 
can be sure that every such expense item will be questioned at 
the IRS and the taxpayer will have to prove its legitimate medi- 
cal use. Medical expense deductions are headaches for the IRS. 
They make some taxpayers so mad they go into the Tax Court. 
This happens most on travel expenses in seeking healthful 
climates. Naturally, the IRS wonders why the taxpayer lives 
where it’s unhealthy for him and travels to another climate in 
order to regain his health. The medical expense deduction has 
doctors upset, too, They say: “Suppose you prescribe special. 
food for a patient. May he deduct its cost as a medical expense ? 
In a triumph of logic, the Internal Revenue Service rules that 
he may do so only if the food ‘is in no way a part of [his] nutri- 
tional needs’. . . . To be sure, 1f the food weren’t nutritionally 
needed you probably wouldn’t prescribe it.” The above pokes 
fun at Treasury Ruling 55-261. The ruling makes this distinc- 
tion: If the prescribed food or beverage (whiskey) is taken solely 
for the alleviation of an illness, O. K., but if the special food or 
beverage is taken as a substitute for food, no deduction is al- 
lowed. Doctors also make a crack about the iron lung ruling. 
A father was required to do some remodeling of his home and 
build a special room to accommodate an iron lung and other 
equipment. The expenses of operating an iron lung and nursing 
care were deductible medical expense items, but the cost of con- 
structing the special room altering the home heating system 
were held to be expenditures “for improving or betterment which 
increased the value of the property.” Doctors ask if, when the 
taxpayer wants to sell his “improved” house, he “need merely 
find a buyer who'll pay extra for a custom designed room 
equipped to take an iron lung?” 


The most recent case on medical expenses is Rodgers, CCH 
Dec. 21,336, 25 TC —, No. 36. Expense of a trip from St. Louis 
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to Tulsa, which was made to obtain trifocal glasses irom a 
special doctor was allowed, but traveling expenses to various 
climates were not allowed. 


THE RIGHT TO USE a corporate name in 
California is an intangible asset of indefinite tife. When sold, 
the gain is a capital gain —Rev. Rul. 55-694. 


lr A WIFE is entitled to receive a part of 
the income declared and filed on a joint return, she will have a 
hard time disproving joint and several liability. But where 
she had no income and her husband filed a joint return, the wife 
can escape liability if (1) she had no intention to file a joint 
return, (2) she did not in fact fle a joint return with her hus- 
band, (3) the wife’s signature on the joint return was not her 
own, (4) she did not authorize anyone to sign her name, (5) 
she did not know the return had been filed and (6) she did not 
participate in its preparation—Helfrich, CCH Dec. 21,365, 25 
TC —, No. 51. 


Because proceeds from a husband’s busi- 
ness are deposited in a joint bank account with his wife, it 
does not follow that any of the husband’s income is that of the 
wife.—Smith, CCH Dec. 21,359(M), 14 TCM 1240. 


Customs of the profession make a dif- 
ference. It is not customary in the entertainment industry for 
the manager of an actor to insure the life of the actor, naming 
himself as beneficiary. So, the premiums can not qualify as an 
ordinary and necessary business expense of the manager. No 
deduction allowed.—Rev. Rul. 55-714. . . . Generally, premiums 
paid by an employer on the ordinary type of life insurance policy 
(not group) on the life of its employee, who is permitted to 
designate the beneficiary, is taxable income to the employee. But 
here is a variation that does not result in taxable income to the 
employee and, of course, the proceeds payable on death are not 
taxable income to anyone. A corporation employed a president 
at a stated annual salary on a five-year contract. To protect 
itself against contingent liabilities resulting from the contract, 
the corporation purchased, as sole owner and beneficiary, several 
policies of ordinary life insurance on the life of the president in 
the amount of the total corporate liability under the employment 
contract. By supplemental agreement with the president, the 
gross premium less dividends would be paid in part by the cor- 
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poration to the extent of the increase in cash value for any tax- 
able year and the balance to be paid by the president. The IRS 
says this arrangement is an annual loan without interest of a 
sum of money equal to the annual increase in the cash surrender 
value. Merely making this money available does not result in 
income to the president and does not result in a deduction for the 
corporation,—Rev. Rul. 55-713. This insurance arrangement is 
called “split-premium.” It means that the employee pays most of 
the first year’s premium, but from then on, because of the in- 
crease in cash value, the employee pays less and less. The 
corporation pays the larger part of the premium. 


Jor, the bartender, kept inadequate books. 
The Commissioner determined the gross receipts from the bar 
by totaling the sales of beer, whiskey and other merchandise 
actually sold. The Commissioner determined that there are 28 
“shots” in a fifth of whiskey. The Tax Court knocked this 
down to 25 (mathematically there are 25.6 one-ounce shots in 
a fifth), but in other respects the Tax Court sustained the Com- 
missioner’s determination of income. On the issue of fraud in 
this case the Tax Court held that the taxpayer looked to his 
attorney to properly prepare the returns and to properly handle 
the accounting records “that he [the attorney] failed to do so is 
clear from the record.” A fraud penalty was not exacted.— 
Jurkewicz, CCH Dee. 21,360(M), 14 TCM 1243. 


Orricers AND DIRECTORS of a corpo- 
ration are liable, under state law, to account to the corporation 
for their official conduct including any neglect of or failure to 
perform their duties. A derivative suit was filed on behalf of a 
corporation against its officers and directors charging that they 
had filed false federal income tax returns and had failed to file 
New York State franchise tax returns. Recovery was sought 
not only for the interest and penalties assessed against the cor- 
poration, but also for the tax deficiency itself. In refusing a 
motion to dismiss the cause of action, the court found no sub- 
stantiation for liability on the part of the defendants for the tax 
deficiency inasmuch as the full tax was the obligation of the 
corporation. However, the court stated: “The individual defend- 
ants are at most liable for the damage sustained by the corpora- 
tion as a result of any delay in such payment.” The court also 
indicated that the claim was proper even though the penalties 
may not yet have been assessed.—Forbes v. Finkelstein, 134 
N. Y. L. J., October 31, 1955, p. 8. 
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Russell C. Harrington, New 
Internal Revenue Commissioner . . . 


Ruling on Layoff Pay Plan 


Washington Tex Talk 





Our Cover 


Spotlighting our cover this month is 
Russell Chase Harrington, new Commis- 
sioner of Internal Revenue. Mr. Harrington 
Was appointed by the President to succeed 
T. Coleman Andrews. 


Mr. Harrington, in assuming the responsi- 
bilities of directing the affairs of the vast tax 
arm of the government, has a background 
of broad experience. In 1920, he joined 
the national accounting firm of Ernst & 
Ernst as a staff accountant, serving from 
1921 to 1940 as manager of the Providence, 
Rhode Island office of that firm. Since 1940, 
he has been a resident partner of Ernst & 
Ernst with headquarters at Providence. 
Mr. Harrington is a certified public ac- 
countant in the states of Rhode Island, 
Virginia and North Carolina. 


He has been prominent in the affairs of 
several accounting organizations. For nine 
years he was a member of the Council of 
the American Institute of Accountants. He 
served on a number of committees of the 
institute, including those on auditing pro- 
cedure, public relations and trial board. 
He is a past president of the Rhode Island 
Society of Certified Public Accountants and 
also of the Association of CPA Examiners, 
which is a national organization of state 
accountancy boards. He was chairman of 
the Rhode Island Board of Accountancy 
for four years. He is a member of the 
American Accounting Association and of 
the National Association of Cost Accountants. 


Mr. Harrington also has been active in 
the Chamber of Commerce of the United 
States. He has been a director of the 
chamber for eight years, was vice president 
for three years and was named treasurer 
in 1955. Committees of the chamber on 
which he has served as chairman have 
included those on finance, government ex- 
penditures and business statistics. 


Washington Tax Talk 


Upon assuming the duties of his office, 
Mr. Harrington stated: “ as Commis- 
sioner, my primary objective will be to 
carry forward the job of providing the tax- 
payers of this Nation with an increasingly 
efficient, impartial, and incorruptible In- 
ternal Revenue Service.” 


The Congress 


When the Eighty-fourth Congress recon- 
venes for its second session on January 3, 
its members will come face to face with 
many tax bills which are holdovers from 
the first session and which retain their 
status. These particular tax measures are 
certain to be among the myriad of bills 
confronting the legislators. In addition, 
there will undoubtedly be introduced new 
bills dealing with the reduction of individual 
and corporate income taxes. The folowing 
paragraphs give the highlights of 28 bills 
upon which action was taken in the first 
session: 


H. R. 9 and H. R. 10. To provide for 
individual retirement. Amend the Code to 
provide the limited exclusion from gross in- 
come of amounts paid to a restricted retire- 
ment fund or premiums paid under a 
restricted retirement annuity contract. 


H. R. 3413. To exempt amounts paid for 
installation of community television antenna 
from communication facilities and services 
‘tax. (Passed House.) 


H. R. 3547. To provide for accelerated 
amortization of the cost of treatment works 
for the abatement of air and stream pollution. 


H. R. 4582. To permit a corporation, in 
a tax-free liquidation, to deduct excess con- 
tributions made by a subsidiary to a quali- 
fied pension plan. (Passed House.) 


H. R. 4668. To remove the 10 per cent 
excise tax on aromatic cachous (sen sen). 


(Passed House.) 








H. R. 5265. To exempt certain additional 
foreign travel from the tax on transporta- 
tion of persons. (Passed House.) 


H. R. 5428. To amend the 1954 Code 
to provide that Chapter 71, relative to trans- 
ferees and fiduciaries, shall apply with 
respect to all taxes imposed by the 1939 
Code. (Passed House.) 

H. R. 6118. To exempt from income tax 
and withholding after January 31, 1955, pay 
of servicemen, and persons serving in sup- 
port of Armed Forces, who are captured 
and held by Communists. 

H. R. 6143. To provide capital gain treat- 
ment of certain consideration for the trans- 
fer of patent rights irrespective of basis. 
(Passed House.) 


H. R. 6227. To provide that banks forced 
to dispose of assets, under the bank holding 
company provisions of this same bill, will 


not be taxed for compliance. (Passed 
House.) 
H. R. 6712. To provide that certain cor- 


porations (where no shareholder is a real 
estate dealer) may, like individuals, treat 
income from the subdivision of real prop- 
erty as capital gain under the 1954 Code. 
(Passed House.) 


H. R. 6728. To extend carry-back and — 


carry-forward benefits to unused foreign tax 
eredits. (Passed House.) 

H. R. 6999. To provide that no adjust- 
ment would be required in computations 
for companies engaged in defense work 
(1939 Code Section 459(f)) which had taken 
advantage of involuntary LIFO liquidation. 
(Passed House.) 


H. R. 7030. To extend the Sugar Act of 
1948. (Passed House.) 

H. R. 7036. To conform retirement in- 
come tax credit Code provisions to the 
corresponding liberalized provisions of the 
Social Security Act Amendments of 1954. 
(Passed House.) 


H. R. 7064. To extend the period for 
exercise of restricted stock options after 
termination of employment. (Passed House.) 


H. R. 7072. To amend the Federal Aid 
Road Act. 
H. R. 7089. To amend the Social Se- 


eurity Act to place all Armed Forces per- 
sonnel under contributory social security 
with the tax calculated on base pay, and 
discontinuance of the present $160 gratuitous 


wage credit. (Passed House.) 


H. R. 7094. To amend 1939 Code Sec- 
tion 120 to conform it with the 1954 Code 
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allowance of unlimited deductions for chari- 
table contributions by an individual if con- 
tributions in the taxable year and eight out 
of ten preceding taxable years, plus income 
taxes, exceed 90 per cent of taxable income. 
(Passed House.) 

H. R. 7201 and 7202. To set up a per- 
manent taxing formula for insurance com- 
panies. (Passed House.) 


H. R. 7225. To increase social security 
tax rates and extend coverage in 1956. 
(Passed House.) 

H. R. 7247. To amend the 1954 Code 
with respect to the treatment of gain in 
certain railroad reorganizations. (Passed 
House.) 


H. R. 7282. To clarify the manner in 
which credits for dividends received, for 
dividends paid and for a Western Hemi- 
sphere trade corporation are to be given 
effect in computing the alternative tax of 
a corporation with respect to its capital 
gains. (Passed House.) 

H. R. 7364. To exempt certain install- 
ment obligations from the imposition of 
documentary stamp taxes on transfers of 
stock. (Passed House.) 


H. R. 7634. Would exempt amounts of 
60 cents or less from transportation taxes 
on persons. (Passed House.) 

S. 2577. Contains provisions similar te 


H. R. 6227. 


The Commissioner 


The Internal Revenue Service has ruled 
that the payments the Ford Motor Com- 
pany will put into trust funds to finance its 
supplemental unemployment benefit plan 
will be considered currently deductible 
business expenses for federal income tax 
purposes, 


This favorable ruling satisfies one of the 
conditions which had to be met before the 
plan, worked out by Ford and the United 
Auto Workers Union last June, could go 
into effect. 

In making the result of this special ruling 
available to TAxes—The Tax Magazine, Ford 
stated it will now start making payments 
into two trust funds, one of which covers 
benefits to employees laid off from Ford 
defense operations and the other which 
covers benefits to those laid off from all 
other company operations. Under the 


agreement, contributions to the trust funds 
(Continued on page 58) 
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for Individual Foreign Investment 


By DWIGHT HIGHTOWER and LAJOS SCHMIDT 


Investing in foreign real property can be designated an individual 

Point Four Program encouraged by a United States estate tax incentive. 

This article is concerned with the favorable tax climate existing 

under Section 2031 for the individual who invests in countries other 

than our own. Section 2031, the controlling law, excludes foreign real estate 
from estate taxation. Appertaining decisions 

point up tax advantages that are to be had when the investor 

distinguishes corporate stock, leaseholds and mortgage interests, and 
recognizes the realty characteristics with which these are 

clothed by mere situs. In addition to federal law, the article alludes to state 
law and to the jurisdiction of local foreign law. 


S AN INDUCEMENT to the devel- 

opment of American trade with foreign 
countries, a number of statutes have been 
enacted by Congress which provide various 
income tax incentives for American busi- 
ness. However, little attention has been 
given to the idea of inducing the individual 
investor, apart from the corporation, to make 
similar investments in foreign countries. 
True, there is a credit allowed for foreign 
income taxes imposed upon the income of 
a United States citizen who derives such 
income from foreign countries,’ but this 
credit merely mitigates the rigors of double 
taxation and is limited to income taxes paid 


1 Internal Revenue Code Secs. 901, 903-905 (902 
pertains to corporations only) (formerly Sec. 
131). 





Individual Foreign Investment 


or accrued to foreign countries. There are 
a host of local taxes which are not included 
in this credit, and the purpose and effect of 
the credit have perhaps done comparatively 
little to stimulate foreign trade, being geared 
to the actual amount of the foreign income 
tax which the United States taxpayer pays 
or accrues.” 


Foreign-Trade Tax Incentives 


The China Trade Corporation, created in 
1922, was the first tax incentive directed at 
a definite geographical area. The substance 
of this statute is that a qualified corpora- 


? The result is, roughly, that if the foreign 
tax rate is less than our own, our Treasury 
collects the difference. Where the income is 
taxed abroad at rates equal to or greater than 
our own, the Treasury collects little or nothing. 
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tion is granted a dividend credit, for the 
amount of dividends paid out of net income 
derived from China, against its taxable net 
income, provided the dividends are paid to 
shareholders who are residents of China, 
the United States or possessions of the 
United States, or who are individual citizens of 
the United States or China.’ Due to the con- 
temporary conditions of trade with the Far 
East, this credit must be regarded as little 
more than theoretical; at any rate, the in- 
centive provided was for the corporation, 
not the individual. 

Section 931, formerly Section 251 (sub- 
stantially unchanged), of the Internal Reve- 
nue Code was first adopted in 1924. It 
grants an exemption from United States 
income taxes for income derived from a 
possession of the United States, but re- 
quires that 50 per cent of the taxpayer's 
gross income be from “the active conduct 
of a trade or business within the posses- 
sion” and makes it mandatory for the tax- 
payer to be physically within the possession 
to qualify... This effectively eliminates the 
individual United States investor and re- 
stricts the incentive value of this section 
to domestic corporations, usually subsidi- 





aries organized ‘for the express purpose of 
qualifying.® 

In 1939, Congress provided in the Code 
for a special type of corporation known as 
the Pan American Trade Corporation.’ At 
the time the law was written, consolidation 
of returns for tax purposes was not allowed 
domestic corporations except for some very 
limited exceptions. The qualifying Pan Am- 
erican Trade Corporation was given permis- 
sion to offset losses against gains for the 
entire corporate structure. This section of 
the law was repealed in 1940 when provi- 
sions for the filing of consolidated returns 
were again extended to all corporations. 


The 1940 Revenue Act containing the 
excess profits tax provision imposed very 
high rates in addition to the normal taxes 
on domestic corporations. Income from 
sources outside of the United States was 
exempted by Section 727(g) of that statute, 
providing the corporation qualified by hav- 
ing 95 per cent of its total gross income 
from such sources outside of the United 
States and by having 50 per cent derived 
from the active conduct of a trade or busi- 
ness in foreign countries. Corporations so 
qualifying thus escaped the impact of the 
excess profits tax on their foreign income. 
This exemption, along with the excess profits 
tax itself, was repealed in 1945, but was 
continued in the exact language of Section 
727(g) by Section 454(f) of the 1950 Reve- 
nue Act when the excess profits tax was 
reimposed. 


The 1942 Revenue Act enacted Section 
109 of the Code, entitled “Western Hemi- 
sphere Trade Corporation.”* This section 
allowed a qualifying corporation * to reduce 
its net income by a flat percentage,” and 











* Code Sees. 941-942, Senuneg Sox, 261-263. 

*This section requires 80 per cent or more 
of the total gross income of the citizen or do- 
mestic corporation who claims it to come from 
a possession of the United States and, further, 
50 per cent or more of this total gross income 
must be derived from the active conduct of a 
trade or business within the possession. 

5 The average domestic corporation whose op- 
erations have been historically confined to the 
United States obviously would not fall within 
these reyuirements. The incentive to organize 
a foreign subsidiary to qualify under this sec- 
tion is increased by Code Sec. 902, which allows 
a domestic corporatior to deduct its foreign 
subsidiary’s income taxes paid to the foreign 
country in which it operates. 

* Act of June 29, 1939, Tit. II, Ch. 247, p. 225, 
53 Stat. 880, 26 USCA Sec. 152. 

*Act of October 21, 1942, Tit. I, Ch. 619, 
p. 141, 56 Stat. 838, 26 USCA Sec. 109. 

* The corporation must be domestic; it must 
derive 95 per cent of its gross income for the 
three-year period immediately preceding the 
close of the taxable year (or for such part of 


madi ented during which the corporation was 
in existence) from sources within the Western 
Hemisphere, other than sources within the 
United States, and 90 per cent of its gross 
income must be derived from the active conduct 
of a trade or business. See Hightower, ‘“The 
Current Importance of Western Hemisphere 
Trade Corporations,"’ Proceedings of the Mar- 
quette University Institute on Taxation (1952), 
Vol. Il; Baker and Hightower, ‘‘The Western 
Hemisphere Trade Corporation: A Problem in 
the Law of Sales,"’ 22 Tulane Law Review 229 
(1947). 

* Regulations 111, Sec. 29.109-1 provides that 
in computing both the normal tax and the sur- 
tax, a Western Hemisphere Trade Corporation 
is entitled to reduce its net income by a flat 
percentage, which amounted to 33 per cent in 
1950, 28 per cent in 1951 and 27 per cent in 
1952-2553. At the time this statute was passed 
by Congress, in 1942, the Western Hemisphere 
was about the only place within which Ameri- 
can enterprise could freely move. Furthermore, 
there was a very definite effort to consolidate 
our political relations with Latin America. Per- 
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gave a substantial boost to the development 
of foreign trade in the Western Hemisphere. 
Again, however, the inducement is aimed 
at the corporation, not at the individual. 
The 1942 Western Hemisphere Trade. Cor- 
poration Act was substantially re-enacted 
in the 1954 Code in Sections 921-922. 


Individual Earned-Income Exemptions 


Section 91l(a)(1), formerly Section 
116(a)(1), of the Code allows individuals 
to exempt from their income “amounts re- 
ceived from sources outside the United 
States,” but restricts this exclusion to those 
individuals ‘who have been without the 
United States for an uninterrupted period 
of one year and have been hona-fide resi- 
dents of a foreign country or countries dur- 
ing the entire taxable year. This exclusion 
was designed to expedite the development 
of foreign countries by American citizens 
with technical know-how by encouraging 
them to remain abroad for extended periods 
of time. 

In 1951, this section was liberalized to allow 
an individual citizen of the United States to 
obtain immediate exemption from United States 
income tax upon leaving the country, pro- 
viding he remained outside of the country 
for 17 out of 18 months,” provided the 
amount excluded shail not exceed $20,000. 
While this provision has greatly stimulated 
the interests of individuals in actively partici- 
pating in American foreign trade in foreign 
countries, it has provided little incentive for 
the average investor. 


PURPOSE 


As can be seen, the major part of the 
foreign-trade incentive policy of the United 
States has been framed around the broader 
abilities of the American corporation, rather 
than the individual. 

It is the purpose of this paper to exam- 
ine Section 2031 (estate tax) of the Code, 





(Footnote 9 continued) 


haps these factors to some extent account for 
the limited geographical application of the stat- 
ute. 

% 1939 Code Sec. 116(a)(2), re-enacted sub- 
stantially unchanged in the 1954 Code as Sec. 
911(a)(2). 

11 1954 Code Sec. 811, re-enacting Sec. 302, 1926 
act, as amended by Sec. 404, 1934 act. 

2231 Op. A. G. 287 (1918); T. D. 2735 (1918). 

% At that time, Sec. 202(a) permitted a tax 
on the decedent's gross estate to the extent 
that his interest therein was subject to the pay- 
ment of charges against the estate and the 
expense of its administration, and was su®fect 
to distribution as a part of the estate. The 
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together with the cases interpreting this 
section, in order to’ study the foreign- 
investment incentive which does exist for 
the individual in the foreign field. 


CODE SECTION 2031(a) 


Section 203l(a) provides: 

“The value of the gross estate of the 
decedent shall be determined by including 
the value at the time of his death of all 
property, real or personal, tangible or in- 
tangible, wherever situated, except real prop- 
erty situated outside of the United States.” 
(Italics supplied.) 


Definition 
of Term ‘United States"’ 


Section 7701 of the Code defines the term 
“United States” as including only the 48 
states, the Territories of Alaska and Hawaii, 
and the District of Columbia. Under this 
definition, real property in Puerto Rico, 
the Canal Zone, the Virgin Islands and 
American Samoa would be outside of the 
United States for the purpose of the foreign- 
investment incentive and the exemption pro- 
vided bv Section 2031(a). 


Purpose and Effect 
of Fore.gn-Investment Incentive 


This specific exemption of foreign real 
property from federal estate taxes dates 
from the 1934 act.” All the prior statutes 
made no distinction between foreign real 
property and foreign personal property, but 
lumped them both together and regarded 
them as being includable in decedents’ estates. 
In 1918, however, the Attorney General 
ruled that although the 1916 act did not 
expressly exclude foreign real property, the 
exemption was necessarily implied.” This 
interpretation of the Attorney General’s was 
justified on the threefold basis of legisla- 
tive intention,” principles of conflicts of 





Attorney General contended that such ex- 
pressions ‘‘were not exactly the words which 
Congress would have used had it intended to 
include foreign real estate."’ The Attorney 
General also reasoned that Sec. 202(b), in pro- 
viding that any transfer of property in con- 
templation of death. was included if the 
property was here either at the moment of the 
transfer or at that of death. was meaningless 
as to foreign realty. The opinion relied also 
on Sec. 203(a)(1), permitting deductions for 
charges allowed by foreign laws, and the actions 
establishing a lien for nonpayment of tax. Cf. 
Angell, ‘“‘The Nonresident Alien: A Problem in 
Federal Taxation of Income,’’ 36 Columbia Law 
Review 908 (1936). 
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law ™ and considerations of policy.” In its 
1919 regulations, the Treasury adopted the 
Attorney General’s ruling and excluded for- 
eign real property from the impact of the 
act. The ruling has been considered em- 
bedded in the 1926 act.” 

The soundness of this foreign-investment 
incentive is found in the fact that this ex- 
emption was granted according to general 
equitable concepts of estate taxation. Its 
purpose was not necessarily to further the 
expansion of American foreign trade. The 
Senate Finance Committee which inserted 
this exemption into the law commented: 

“This is justified by the almost univer- 
sally established principle of estate taxation 
that real estate should be subject to death 
duties only in the country where situated. 
To tax such real estate will make it difficult 
for many American citizens to live in for- 
eign countries in the interest of American 
foreign trade, for they will be subject to 
a tax burden much greater than that im- 
posed on foreigners in a similar situation.” ™ 


Furthermore, the provision as so framed 
provided that the exclusion of foreign real 
property was not confined to American citi- 
zens living abroad, but was extended alike 
to citizens 
country. 


Today, the exemption provided by this 


and aliens domiciled in this 


foreign-investment incentive is a firmly 
established principle of the American estate 
tax law. However, to determine the possi- 
bilities of foreign investment which this 
exemption attempts to encourage, it is neces- 
sary to turn to the cases which have inter- 
preted this section and examine the various 
types of interests in foreign real property 
which have been held to qualify under Sec- 
tion 2031(a)’s incentive. 


STOCK OF CORPORATION 
NOT REAL PROPERTY 


Suppose that an individual acquires sub- 
stantial real estate holdings in a foreign 
country and wishes to exploit them com- 


“The opinion emphasized that the transfer 
of property is governed by the law of the 
situs of the property. See Cook, ‘‘Immovables 
and the Law of the Situs,"" 52 Harvard Law 
Review 1246 (1939). 

%* The opinion states, at p. 293: ‘Real prop- 
erty cannot be enjoyed as such in any true sense 
without the protection and supervision of the 
laws of the foreign jurisdiction in which it is 
situated, while as to personal property the 
fact may very well, for obvious reasons, be 
different. Hence all governments agree to 
recognize the domicile of the decedent as the 
‘situs’ of primary administration upon his 


mercially by sale, lease or exchange. In 
order to do this, he decides upon the corpo- 
rate form as the most advantageous vehicle 
with which to carry on these activities, and 
he forms a corporation, transferring to it 
the real estate holdings, and taking shares 
of the corporation in payment thereof. He 
is the sole stockholder, and the corpo- 
ration’s only assets are the real estate. It 
has no personal assets of any nature. 

Subsequent to this organization, it is 
discovered that the corporation has been 
improperly formed—that under the law 
of the foreign country a corporation formed 
with less than five shareholders is ipse facto 
dissolved at the time of formation. The 
stockholder dies at the time this corpo- 
ration is in this state of legal dissolution, 
although it has not yet been liquidated. 
Can the shares in this corporation, whose 
only assets are real estate and which was 
never properly formed, be deemed real 
estate for the purpose of their exemption 
as foreign real property from the decedent's 
estate? 


In Estate of James M. B. Hard, CCH 
Dec. 15,898, 9 TC 57 (1947), such an in- 
terest was held to be personalty and taxed 
as part of the decedent’s estate. This de- 
cision turned upon clearly defined principles 
of property and corporate ownership. The 
ownership of real property by a corpo- 
ration has never been deemed to be equiva- 
lent to ownership by the stockholders, who 
have an interest of a personal nature in the 
earnings of the corporation and its assets.” 

Little more need be said concerning any 
possible qualification of corporate securities 
under Section 2031(a)’s exemption. 


LONG-TERM LEASEHOLDS 
AS REAL PROPERTY 


Under the strict definitions of realty and 
personalty as developed by early Anglo- 
Saxon common law and handed down to 
this country, no leasehold interest, regard- 
less of length, could be classified as an 
interest in real property.” However, there 


personal estate, while none recognizes this 
domicile as to his realty."’ 

% Regs. 37 (1919 Ed.). 
Regs. 80 (1937 Ed.), Art. 13. 

™ See S. Rept. 275, 67th Cong., 1st Sess., p. 24 
(1939-1 CB, Pt. 2, p. 198). 

%S. Rept. 558, 73d Cong., 2d Sess., 
(1939-1 CB, Pt. 2, p. 621). 

%” See 1 Restatement of Property (1936), Secs. 
8, 14-18. 

See Tiffany, Real Property (3d Ed., 1939), 
Vol. 1, Sec. 3. Mr. Tiffany observes that the 
courts frequently use the expression ‘‘real 
property” as applicable to any interest in land, 


Art. 13. See also 


p. 46 
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has been a gradual readjustment of this 
concept until it is now generally considered 
that leases of a sufficiently long duration 
will be so classified." The Tax Court 
favorably passed on that principle when 
it exempted from a decedent’s estate a 
99-year leasehold interest in Kenya Colony, 
British East Africa, which interest was 
exchangeable for a 999-year interest at the 
option of lessee.” 


In so holding, the court observed: 


x4 we consider it more realistic and 
logical that, in choosing to exempt ‘real 
property’, Congress should have intended 
to exclude also such a virtual fee simple 
estate as a 999 year lease than that it should 
have considered it as subject to the fact 
of enjoyment . as an auto or a share 
of stock. It is not probable that Congress 
intended in this modern taxing act to use 
the phrase in the technical nicety of the 
common law with respect to interests in 
lands flowing from a system of feudal 
tenure which did not exist in this country 
after the American Revolution.” ” 

This decision was cited and followed 
in the recent case of Laird v. U. S., 53-2 
ustc § 10,926, 115 F. Supp. 931, in which 
the United States District Court of the 
Western District of Wisconsin excluded a 
number of 21-year timber leases on forest 
lands in Canada from the decedent’s estate. 
The Commissioner of Internal Revenue, 
taking the position that United States law 
controlled and that, under it, the leases 
were not real property, included the inter- 
ests in the decedent’s estate, and assessed 
a tax deficiency. The deficiency was paid, 
and claim for refund was brought directly 
in the district court. 


The court’s exclusion was based upon 
two principles. Estate of De Perigny, cited 
above, was cited, in which the court defined 
a 99-year leasehold interest as realty under 
American, as well as under foreign, law, 
and also the United States-Canada Estate 
Tax Treaty of June 8, 1944, 59 Stat. 915, 
which provides that real property situated 
in one country should be exempt from the 
application of the tax laws of the other 
and that the law of the situs of the rights 


(Footnote 20 continued) 
whether freehold or less than freehold, as well 
as to the land itself. Such usage by legisla- 
tures is common, vrartly owing, it may be pre- 
sumed, to the fat that it corresponds to the 
ordinary use of the expression ‘‘real estate’’ 
in the business world. 

*% Wells v. Savannah, 87 Ga. 397, 135 F. 442, 
aff'd, 181 U. S. 531; Norfolk v. Pecoy Company, 
108 Va. 28, 61 S. E. 867, aff'd, 220 U. S. 472. 
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determines their nature and taxability. It 
is significant to note that the Canadian 
authorities treated the decedent's interest 
in the timber as real property, and taxed it 
on the basis of the value of the timber. 
Although neither the opinion of the Tax 
Court or the district comrt gives an indica- 
tion as to just what length of time a lease- 
hold must run in order to qualify, it seems 
safe to state that under the rationale of 
these decisions, any lease of a fairly long 
term in foreign real property will be con- 
sidered exempt from the decedent’s estate. 


MORTGAGES 
ON FOREIGN REAL PROPERTY 


In Latin-American countries, the equiva- 
lent of our mortgage is generally known 
as an hipoteca. This interest may be defined 
actually as a mortgage without accompanying 
bond or personal obligation on the part of 
the mortgagor. It is registered in the 
district where the land is situated and can 
be foreclosed only in that district.“ Legal 
title to the real property remains in the 
mortgagor and the foreclosure process gen- 
erally follows that of the United States, 
that is, a sale under the auspices of a 
court appointed official, and « redemption 
period.” 


In Fair v. Commissioner, 37-2 ustc § 9326, 
91 F. (2d) 218 (CCA-3), the court held 
that Cuban hipotecas owned by an American 
citizen were not includable in the decedent’s 
estate. 


The court observed: 

“The ‘hypotecas’ in question are 
mortgages without accompanying bond and 
without a personal obligation on the 
part of the mortgagor. They are classified 
by Cuban law as ‘immovables’, which term 
is substantially equivalent to our term ‘real 
property’. As real property situated outside 
the United States the value of the hypotecas 
should have been excluded from the de- 
cedent’s gross estate, and exempted from 
the transfer inheritance tax.” 

The problem which was presented to the 
court in the Fair case was the statutory 
construction to be given the phrase “real 





= Estate of De Perigny, CCH Dec. 16,100, 9 
TC 782 (1947). 

3 P. 784 of opinion. 

™* Story, Conflict of Laws, Secs. 424, 591: 
Restatement of Conflict of Laws, p. 247. 

* Not all Latin-Ameriean. countries have a 
period of redemption—Costa Rica is an example. 
The laws of the locale must be scrutinized care 
fully to ascertain the rights of the parties 
under the mortgage. 


W 








property.” The question was whether or 
not Congress intended interests in land to 
be classified by the law of the situs of the 
land as real or personal, for purposes of 
the federal estate tax. The affirmative an- 
swer in the court’s interpretation is in 
accordance with the accepted conflicts rule.” 


Board of Tax Appeals Holding: 
Classification of Interest 
by United States Law 


The circuit court of appeals in the Fair 
case reversed the Board of Tax Appeals 
in order to exempt the hipotecas.™” The 
board had held that the mortgage (hipoteca) 
interest was includable in the decedent’s 
gross estate, construing it as merely a debt 
because, at the time the agreement was 
entered into, Cuban law permitted a de- 
ficiency judgment to be taken against the 
mortgagor for any unsatisfied balance of 
the debt remaining after the foreclosure 
sale. Arguing that the holder of a right 
in real property must satisfy the obligation 
by the sale of the land itself, while the 
owner of a personal right can enforce pay- 
ment from any property of the individual 
debtor, the board observed: 

“These ‘hipotecas’ in controversy were 
debts due the decedent, constituting the 
unpaid purchase price of Cuban lands.'™! 
The debtors in each instance acknowledge 
themselves to be such, and the ‘hipotecas’ 
consisted of the debtors’ promises to pay 
sums of money in gold coin of the United 
States, on specified dates, with interest. 


“It is well settled in this country that 
a debt has a situs for taxation at the 
domici’e of the creditor, irrespective of 
the ‘act that it is secured by a mortgage 
on real estate outside the jurisdiction of 
the taxing authority.” ” 


In essence, the majority of the board 
erroneously decided that the conflicts argu- 
ment had no place in such a tax suit—that 
the “situs” doctrine would have validity 
if the issue were as to the title of the prop- 
erty but not when the problem is the 


2612 Corpus Juris 468, 477. 
2 Carrie S. Fair, Executrix, CCH Dec. 9519, 
35 BTA 41 (1936). 


% The mortgage was part of the sale of land 
from the decedent to the mortgagor, and con- 
stituted a portion of the sales price. 

* The majority relied upon Kirtland v. Hotch- 
kiss, 100 U. S. 491 (1886), a case in which the 
holder of a bond secured by real estate in an- 
other state was held subject to tax. Inasmuch 
as the problem involved taxation between two 
states, rather than between this country and 


computation of a tax base pursnant to the 
intentions of the United States Congress.” 

The board pointed out that the “petitioner 
argues that because of the conflict of laws 
between Cuba and the United States, in the 
legal characterization of the ‘mortgages’, 
the Cuban classification should control, be- 
cause their situs is Cuba. Assuming the 
correctness of the last premise, the argu- 
ment would have merit if we were de- 
termining the title to property. , 
However, here, we have no such question 
before us, but are deciding, only the in- 
tended legislative base for the computation 
of a Federal excise tax As 

The majority of the board failed to note 
that the hipotecas in question had already 
been taxed by the Cuban death succession 
taxes.” As the dissent pointed out, quoting 
from the report of the chairman of the 
Senate Committee on Finance, this double 
taxation patently subjected the decedent’s 
estate to “a tax burden much greater than 
that imposed on foreigners in a similar 
situation,” * and thwarted the entire object 
of the exemption. Furthermore, all the 
incidents of ownership and the factors 
which rendered the mortgage valuable were 
located in Cuba, and were derived from the 
land in that republic and from the power 
of its courts. 

The circuit court ably summarized the 
principle, holding: 

“Mortgages are known and classified as 
immovable in Cuba and all the character- 
istics of real estate and real property 
designated as such in the United States are 
inherent in them under Cuban law.” 


Effect of Fair Case 


It will be noted that the issues in these 
cases never concern the actual location of 
the property itself, but whether or not the 
nature of the interest in that property is 
real or personal. 

The decision in the Fair case, simply by 
adopting the conflicts principle that the 
character of the interest is to be determined 


another, the case does not seem to be a per- 
tinent precedent for the point in issue. 

® See footnote 12. 

The board cited DeVaughn v. Hutchison, 
165 U. S. 566, for this point. 

® Cited at footnote 27, at p. 46. 

*® The death succession taxes of Latin-Ameri- 
can countries are much lower in rate and con- 
tain many more exemptions than those of the 
United States. 

™ See footnote 12. 

% Cited at footnote 27, at p. 50. 
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according to the local law of the situs, has 
laid down in clear terms for the first time 
the criteria to be employed in making this 
determination. 


Terms of Mortgages Involved 


The translation of the pertinent portions 
of one of the mortgages in the Fair case, 
identical in terms with the other two in 
all material respects, is as follows: 


“Sixth: That, having so agreed with .. . 
[the vendee], he [the vendor] executes that 
he sells really and perpetually the immov- 
able described in clause second of this in- 
strument, with all that constitutes and is 
annexed to same, free from all liens and 


with the area existing within the described 
boundaries 


“Ninth: [The vendee-mortgagor ] 
accepts in his favor the sale of the 5% 
immovables sold to him by this 
document, accepting the possession and 
delivery of the latter, and adds that he 
acknowledges and constitutes himself a 
certain, and legitimate debtor of the other 
party for the net amount of $36,500 
; as balance of the price of the sale 
of the immovable acquired by this instru- 
ment, which sum he agrees to return to 

[the vendor-mortgagee] or whoever 
his rights may represent by any reason, in 
this city [Havana], in the term of six 
years subject to the following 
clauses and conditions: 


“B: On default in the payment of one 
year’s interest within the following thirty 
days after maturity, the obligation shall 
_ become due and the creditor shall be in 
position to enter suit for the collection of 
the amount due him.) 


“D: The debtor shall have the right at 
any time of making partial payments on 
account of the price owed ., the mort- 
gage being partially cancelled and the . . 
land which the debtor shall designate will 
be freed from all liability. 


“Tenth: That in security of the payment 
of the $36,500 owed . . ., he constitutes a 





* This clause, which allows the creditor to 
file suit directly against the debtor without 
first obtaining satisfaction from the land itself, 
was valid at the time the agreement was en- 
tered into. However, by the time of the suit, 
the applicable Cuban statute had been amended 
so as to prevent either a deficiency judgment, 
should any unsatisfied balance remain after a 
foreclosure and sale, or an in personam suit 
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voluntary first mortgage in favor of ; 
[the vendor-mortgagee], on the immovable 
which he acquires by this instrument .. . .” 

In the thirteenth clause, the parties, both 
of whom were American citizens, submitted 
themselves to the jurisdiction of the Cuban 
and Cardenas courts “as the place where all 
judicial and extrajudicial steps which may 
arise from this contract shall t.-e place, 
waiving the jurisdiction of their dc.niciles.” 

As has been noted previously, the Cuban 
law classifies property (bienes) into “mov- 
ables” (muebles) and “immovables” (in- 


muebles). The Civil Code of Cuba defines 
“immovables” as follows: 


“Art. 334—An immovable consists of: 


“1. Lands, buildings, roads, and construc- 
tions of all kinds adherent to the soil.— 


“10.—Administrative concessions for pub- 
lic works, and easements, ond other property 
rights in real estate {italics supplied].—m- 
movables’ include leaseholds for terms of 
years.” 

The same code, in Articles 1876 and 105, 
concerning the mortgage law, refers to 
mortgages as follows: 

“A mortgage directly and immediately 
subjects the property on which it is im- 
posed, whoever its possessor may be, to 
the fulfillment of the obligation for the 
security of which it was created.” 


Exemption from Inheritance Taxes 
by Various States of the United States 


The various states of the United States 
levy inheritance taxes on a basis generally 
similar to that of the federal government. 
Each state uniformly exempts real property 
situated outside its geographical boundaries. 
This is not an “exemption” in the same 
sense as that provided in the estate tax 
provisions of the federal Code, in that there 
seems little doubt of the federal govern- 
ment’s power to impose such a tax on 
United States citizens, constitutionally 
speaking.” On the other hand, no state 
may tax the transfer of real property out- 
side of its boundaries, by mandate of the 
Constitution.” 





against the debtor himself. Today, all the 
Latin-American countries authorize only this in 
rem type of action, in which the land itself 
must satisfy the debt. 

% Cook v. Tait, 1 ustc { 92, 265 U. S. 47 (1924). 

% First National Bank of Boston v. Maine, 
1931 CCH { 6147, 6313, 284 U. S. 312 (1939); 
Frick v. Pennsylvania, 268 U. S. 473 (1937). 
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The inheritance tax law of Illinois pro- 
vides a typical exemption of real property 
situated in foreign countries. 

Illinois Revised Statutes 1955, Chapter 
120, Section 375, state: 

“A tax shall be and is hereby imposed 
upon the transfer of any property, real, 
personal, or mixed, or of any interest 
therein in the following cases: 


“2. When the transfer is by will or 
intestate laws of property within the State, 
or having a taxable situs in this State ... . 
(Italics supplied.) 

This has been interpreted by the Illinois 
Supreme Court as excluding all real prop- 
erty without the state: 

“The State has an interest at death, for 
succession tax purposes, in all property of 
a resident decedent within its jurisdiction, 
and in all his personal property, but real 
property in another state descends under 
the laws of that state, and is not subject to 
Inheritance Tax Law, whether passing by 
descent or devise.” (People of Illinois v. 
Kellogg, 268 Ill. 489 (1915).) 


EFFECT OF ESTATE TAX TREATIES 
UPON REAL PROPERTY HOLDINGS 
OF UNITED STATES CITIZENS 


No treatise on the subject of foreign real 
property holdings would be complete with- 
out some brief discussion of the effect of 
estate tax treaties. 

There are in effect, or awaiting ratifica- 
tion, estate tax treaties with various foreign 
countries.” These treaties were designed to 
eliminate the double taxation which results 
from the imposition and collection of taxes 
upon the same estate by both the country 
of domicile and the country of the situs of 
the real property. There is a further pur- 
pose in that certain procedures are es- 
tablished for the exchange of information 
between the two countries relating to taxation, 


oy 

Effective 
Ratifica- for 
tions Ba- Deaths 
changed After 


1/ 7/54 1/ 7/54 
2/ 6/45 6/13/41 
11/21/51 11/20/51 
12/18/52 12/17/52 
10/17/49 10/16/49 
10/17/49 10/16/49 


12/20/51 


Signed 


5/14/53 
6/ 8/44 
6/13/50 
3/ 3/52 
10/18/46 
5/17/48 
2/20/50 
9/13/49 


Country 


Australia 
Canada 

Canada (supp.) 
Finland 
France - . 
France toupe.) 
Greece 


Ireland .. 12/19/51 
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with a view to the prevention of fiscal 
evasion. 

In the absence of a conflicts taxation 
doctrine such as was established by the 
United States in the Fair case, there is 
nothing to prevent both countries from 
classifying a certain interest as personalty 
and/or realty, resulting in taxes being levied 
by both countries on the same property. 
Unfortunately, the various estate tax treaties 
do not prevent or eliminate the possibility 
of this dual classification by establishing 
bilateral rules of categorization between the 
two countries. 

While this standardization of criteria 
would have been helpful, its lack, because 
of the credit device which may be invoked 
in the event of double taxation, makes the 
need for uniform characterization somewhat 
academic. In general, a United States 
citizen or domiciliary is taxed upon all 
property which forms a part of his estate, 
but.a credit against the tax is allowed for 
any portion of the foreign estate tax at- 
tributable to property situated in the foreign 
country. 

If it is held by one jurisdiction that a 
particular interest related to real property 
located in the other must be characterized 
as realty with a foreign situs, then by 
normal and familiar conflicts rules a double 
tax with respect to that interest is avoided. 
For example, if a decedent domiciled in 
the United States were to leave an interest 
in Canadian real property, and that interest 
were deemed to fall within the exemption 
of the United States federal estate tax, the 
one tax imposed would be the Canadian 
succession duty. The basis of this tax is 
obviously situs jurisdiction, the situs of the 
interest. 

If, however, the interest is not accorded 
the favored position of foreign real prop- 
erty by the United States courts, a double 
tax results, with Canada taxing it as realty 
and the United States taxing it as per- 
sonalty. In this event, the United States 
tax is figured so as to include the interest, 


Effective 
Ratifica- for 
tions Bx- Deaths 
changed After 


12/11/51 12/10/51 
9/17/52 9/16/52 


7/15/52 7/14/52 
7/15/52 7/14/52 


Signed 


6/13/49 
7/ 9/51 


4/10/47 


Country 


Switzerland 

Union of South 
Africa .... 

Union of South | 
Africa (supp.)... 

United Kingdom of 
Great Britain and 
Northern Ireland 4/16/45 
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7/14/50 


7/25/46 12/31/44 





but a credit on the tax is allowed to the 
extent and amount of the Canadian death 
tax. This offsetting credit method arrives 
at the same tax amount as under the doc- 
trine of the Fair case, but without a con- 
flicts rule to guide the way. 


CONCLUSION 


As has previously been noted, the exemp- 
tion of foreign real property from the fed- 
eral estate tax was not primarily based 
upon the idea of an investment incentive, 
but upon broad equitable principles of tax- 
ation in the international field. However, 
it must be apparent that there is a very 
real investment appeal to the private in- 
dividual in this exemption. 


There are three types of interests which 
qualify for the exemption under existing 
cases: the outright ownership of real prop- 
erty located in another country; long-term 
leases in foreign real property, whether 
classified as realty under the laws of that 
country or not; and certain types of mort- 
gage interests which are characterized as 
realty by the country of the situs. Under 
the criteria as laid down in these cases, a 
life interest in foreign realty and a re- 
mainder would seem to be fourth and fifth 
types, although there are no cases or rulings 
upon these points. 

The placing of capital into any one of 
these interests is an investment in a foreign 
country, with the laws and stability of that 
country providing a good measure of the 
security behind the interest. It is a channel- 
ing of American private capital into an 
individual Point Four Program. Many 
facets of Congressional and Executive policy, 


as reflected in the Code in the income tax 
field, are moving in this direction, 


The exemption of foreign real property 
from death taxes is important and material 
not only in case of large investments, but 
in case of smaller investments in real estate 
as well. The Internal Revenue Service, in 
a recent ruling “® determined that in case of 
sale of an “old residence” in the United 
States and the purchase of a “new resi- 
dence” in a foreign country by a citizen 
of the United States, the purchase in the 
latter country qualifies under Section 112(n) 
of the 1939 Code, re-enacted with some 
changes by Section 1034 of the 1954 Code. 

This ruling opens the door to the exemp- 
tion of United States death taxes on a 
United States citizen’s residence located 
abroad, exempting from United States tax- 
ation the gain realized at the time of sale 
of the “old residence” and, at the same 
time, exempting from death taxes the real 
estate located abroad. 

Due to the fact that neighboring countries 
often impose a lower death duty than does 
the United States, a definite advantage can 
be secured to the heirs by selling the “old 
residence” in the United States, realizing a 
gain thereby, and by purchasing a “new 
residence” located without the United States, 
if the other conditions set forth in Section 
1034 of the 1954 Code are met. 

The political steps of the government 
towards the encouragement of American 
capital into the foreign field are too well 
known to mention. This is merely a method 
by which the individual, along with the 
corporation and the government, can par- 


ticipate. [The End] 


THERE'S A TAX IN YOUR FUTURE, TOO 


A record number of important tax 
laws enacted seems likely for the state 
legislatures which met during 1955, a 
Tax Foundation compilation indicates. 
With legislative sessions in six states 
still to be ended as of the time of the 
listing, over 2,600 new laws affecting 
taxes had been passed by 45 state 
legislatures. Before sessions in Ala- 
bama, Delaware, Massachusetts, New 
Jersey, Pennsylvania and Wisconsin 
end, it is probable that many addi- 
tional tax measures will have been 
passed. 

This is a 30 per cent increase in the 
number as compared to a similar 
tabulation made of 44 states during 


” Bev. Rul. 54-611, 1954-2 CB 159. 
Individual Foreign Investment 


1953, when 2,000 measures were 
passed. It is a 62% per cent increase 
over the 1951 total of 1,600. 

While no new types of tax were en- 
acted in the 1955 legislative sessions, 
new major taxes were enacted or tax 
rates were raised on major taxes in 30 
of 45 states in 1955. In 1953, only 12 
states of 44 enacted new taxes or in- 
creased major rates. 

No new income taxes were imposed 
by 1955 legislatures. Thus 29 states 
continue to levy both corporate and 
personal income taxes, three only cor- 
porate, and two only the personal 
income tax. 
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The Beard case involves a taxpayer's failure to produce his books and records 

and an instruction to the jury on this. The importance of the decision is emphasized 
by the fact that the ABA filed an amicus curiae brief before the 

Supreme Court. Certiorari was denied, a fact which may be 

misconstrued, the author believes, unless the precise issues are explained. 


Bill of Rights Not Repealed fo 


HE American Bar Association, by its 
Standing Committee on the Bill of 
Rights, filed a brief as amicus curiae in 
support of a petition to the Supreme Court 
for a writ of certiorari during the October 
Term as a result of a disturbing decision 
of the Court of Appeals for the Fourth 
Circuit,, which seemed to hold that the 
private books and records of an individual 
taxpayer were not subject to the privilege 
against self-incrimination guaranteed by the 
Fifth Amendment. The issue arose out of 
the instruction to members of the jury, by the 
trial judge, that they might consider the 
taxpayer’s failure to produce his books and 
records in determining the issue of willfulness. 
It appears that during a special agent’s 
investigation of a tax fraud case, he re- 
quested Samuel R. Beard, the taxpayer 
under investigation, to permit the examina- 
tion of his books and records. The response 
of the taxpayer’s attorney was that he would 
be happy to permit inspection of all the 
taxpayer’s records “after the criminal as- 
pects of the case had been disposed of.” 

The taxpayer came on for trial on a 
charge of income tax evasion before the 
United States District Court for the District 
of Maryland without having produced his 
records. At the close of the case, the judge 
instructed the jury as follows:? 

“Also, I instruct you that the taxpayer 
who keeps records or books of account is 
required to produce them at a reasonable 
time for inspection by the duly authorized 
Government revenue agents in connection 
with their administrative duties in checking 
the correctness of the returns, and failure 


1 Beard v. U. 8., 55-1 uste $ 9400, 222 F. (2d) 
84 (CA-4), cert. den., October 10, 1955, rehearing 
den., November 21, 1955. 











or refusal of the taxpayer to produce his 
books and records for such purpose is a 
circumstance which may be considered by 
you, the jury, in determining the issue of 
whether he has wilfully filed a false return. 

“In this connection, I instruct you that 
the taxpayer may exercise his constitutional 
right under the Fifth Amendment to the 
Constitution to refuse to surrender or allow 
inspection of his books and records by 
revenue agents on the ground that to do 
so might tend to incriminate him in the 
event of criminal prosecution; and such 
constitutional privilege against self-incrimi- 
nation is not impaired by the rule that the 
Court has just stated, that the taxpayer’s 
failure to produce any books and records 
that he may have, at a reasonable time for 
inspection by revenue agents, is a circum- 
stance which may be considered by you, the 
jury, in determining the issue of wilfully 
filing a false return, in a criminal proceeding 
such as this.” , 

On appeal to the United States Court 
of Appeals for the Fourth Circuit, it was 
claimed that the charge was erroneous in 
that it compromised defendant's privilege 
against self-incrimination under the Fifth 
Amendment. When the decision of the 
court of appeals affirming the conviction 
was reported,* serious questions were raised 
by lawyers throughout the country, since the 
court relied to some degree on the decision 
of the Supreme Court in Shapiro v. U. S* 

In 1947, in the Shapiro case, the Supreme 
Court, by a divided Court, ruled that the 
privilege which exists as to private papers 
cannot be maintained as to an individual's 





? Cited at footnote 1, at pp. 92 and following. 
® Cited at footnote 1. 
#335 U. S. 1 (1947). 
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OPA records which were required by law 
to be kept in order that there might be 
suitable information of transactions which 
are the subject of government regulation. 
Thus, private papers which the government 
might properly require an individual to 
keep under that particular wartime legis- 
lation became public records im that they 
did not fall within the scope of the indi- 
vidual‘s exercise of his rights under the 
Fifth Amendment. 


Since the Shapiro case appeared in the 
reports, the “public records” doctrine, inso- 
far as it may apply to income tax adminis- 
tration, had been kept in a Pandora’s box 
by seeming tacit consent of practicing attor- 
neys, on the one hand, and the Department 
of Justice, on the other. The government 
appeared unwilling to hazard the conse- 
quences of opening Pandora’s box, and 
lawyers quite understandably sacrificed their 
desire for long-range certainty in order to 
secure the privilege, where deemed necessary, 
in cases immediately before them. This prac- 
tical modus vivendi had persisted for almost 
eight years and had acquired a certain judi- 
cial sanction as reflected in the decisions of 
several federal courts in this country.* 


At first view, the decision of the court 
of appeals in the Beard case seemed to upset 





5U. 8. v. Guerrina, 53-1 ustc { 9369, 112 F. 
Supp. 126 (DC Pa.), reargued, 55-1 usre { 9143, 
126 F. Supp. 609 (DC Pa.); U. 8. v. Wolrich, 
55-1 ustc { 9237, 1 F. Supp. 528 (DC N. Y.); 
U. 8. v. Lipshitz, 54-1 ustc { 9308, 117 F. Supp. 
466 (DC N. Y.); Montgomery v. U. 8., 53-1 ustc 
{ 9336, 203 F. (2d) 887 (CA-5); White v. U. S., 
52-1 ustc § 9204, 194 F. (2d) 215 (CA-5); Hanson 
v. U. 8., 51-1 uste § 9118, 186 F. (2d) 61 (CA-8, 
1950); U. 8. v. Wolrich, 54-1 ustre § 9276, 119 F. 
Supp. 538 (DC N. Y.); U. 8. v. Manno, 54-1 ustc 


Bill of Rights 





this modus vivendi for, in holding that the 
instruction of the district court was correct, 
the court of appeals held that this case fell 
within the “public records” doctrine of the 
Shapiro case, since the tax statutes * imposed 
a duty upon the defendant to keep records 
of his transactions. This apparently repre- 
sented the first appellate decision applying 
the “public records” doctrine to an income 
tax case. The foreseeable consequences 
were more alarming in that a rule permit- 
ting comment on the refusal to produce 
books and records, if extended, might make 
the refusal to produce personal books and 
records contumacious and punishable by 
imprisonment. 


The defendant petitioned for certiorari, 
and the American Bar Association filed a 
brief in support thereof as amicus curiae in 
which it urged the Court to grant certiorari 
on the combined ground that weighty and 
novel questions of public policy and civil 
rights were presented. 


Just as quickly as the issues of this 
case gained wide notoriety, their signiifi- 
cance and the concern created thereby were 
sought to be dissipated into nothingness for, 
in opposing certiorari, the government urged 
with intensity and vigor that the central 
issues creating the furor were not present 
in the instant case. In agreement with the 
bar association’s assay of the pressing im- 
portance of the issues discussed in its brief, 
the government stated, however: 

“We agree with the petitioner that the 
question whether the rule of the Shapiro 
case extends to personal books and records 
of taxpayers required to be kept under the 
internal revenue laws is both serious and 
important. Cf. United States v. Sullivan, 
274 U. S. 259, 263. We do not agree, 
however, that that question, which peti- 
tioner seeks to raise here, is presented by 
the facts of this case.” 


“In these circumstances, it is respectfully 
submitted that the facts of this case do not 
raise the serious and important Fifth Amend- 
ment question as to which the amicus curiae 
brief of the American Bar Association 
expresses concern.” * 





{ 9379, 118 F. Supp. 511 (DC I11.). 

*1954 Internal Revenue Code Sec. 6001, 26 
USCA Sec. 6001, fermerly 1939 Code Sec. 54(a), 
26 USCA Sec. 54(a); Reg. Sec. 39.54-1(a). 

* Brief for the United States in opposition to 
petition for writ of certiorari, p. 9. 

’ Supplemental memorandum for the United 
States in opposition to petition for writ of 
certiorari, p. 4. 
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The government conceded that if this 
case contained the issue of the application 
of the “public records” doctrine to income 
tax cases, it would not oppose the petition 
fof certiorari: 

“As we conceded in the brief in opposition 
(p. 9), that question, if it were presented to 
the Court, would be both serious and im- 
portant; and the Government would not 
oppose certiorari in this case if it considered 
that the facts presented that 

The government argued that the privilege 
against self-incrimination was not in jeop- 
ardy since neither the defendant nor his 
representative had ever claimed the privilege: 

“Petitioner is mistaken in his assertion 
that this case presents the broad proposi- 
tion whether personal books and records 
required by law to be kept by taxpayers 
are outside the protection of the Fifth 
Amendment. That question would be pre- 
sented if in this case, as in the Shapiro case, 
petitioner’s refusal to produce his records 
was based on a claim of privilege. It is 
elementary, as the cases cited by petitioner 
himself show (Pet. 11), that the privilege 
against self-incrimination must be claimed if 
it is to be given effect.” ” 

Most significant is the apparent conces- 
sion by the government that the privilege 
against self-incrimination does apply to the 
taxpayer's books and records: 

“The Government is not arguing that 
where a claim of privilege against self- 
incrimination is asserted by a taxpayer with 
respect to his personal books and records, 
it should not be respected; on the contrary, 
the point of this case is that petitioner did 
not claim the privilege when he refused to 
produce his records at the request of the 
revenue agents.” ™ 

“In the absence of a claim of privilege, the 
refusal, in violation of a taxpayer’s statutory 
duty to make available his records of income 

could be considered by the jury 
as evidencing ‘covering up sources of in- 
come’ and ‘conduct, the likely effect of 
which would be to mislead or to conceal’.” 
(Italics supplied.)” 
* Memorandum cited at footnote 8, at pp. 1, 2. 
” Brief cited at footnote 7, at pp. 9-10. 


™ Brief cited at footnote 7, at pp. 9-10. 
®% Brief cited at footnote 7, at p. 11. 
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question.” * 


Entirely apart from the question of whether 
or not the issue was in fact raised, the posi- 
tion taken by the government would appear 
to be concrete assurance to all tax men that, ° 
up to the present time at least, as the gov- 
ernment perceives it, the Shapiro doctrine 
has not been extended to income tax cases, 
nor is it the position of the government that 
it should be. 


Under these circumstances, it would ap- 
pear to be important for lawyers throughout 
the nation to point out to the courts, where 
the issue arises, that the “public records” 
doctrine does not apply to the books and 
records of an individual taxpayer, in order 
to avoid any possibility that the reported 
Beard case be incorrectly applied or that 
the denial of certiorari™ be erroneously 
construed. 


In passing, it would seem, however, that 
the court of appeals in the instant case fell 
into error even if the privilege were not 
claimed, when it seems to hold that the 
failure to produce records may be consid- 
ered on the question of willfulness. That is 
not the peril of remaining silent which the 
Supreme Court referred to in Holland v. 
U. S.™ cited by the Court. There the 
Supreme Court pointed out the consequences 
of a defendant’s remaining silent once the 
government has established its case. Con- 
sistent with the principle of burden of proof, 
the peril referred to there is the peril that 
the government will have proved its case 
beyond a reasonable doubt to the jury and 
that the defendant’s silence may allow the 
absence of a reasonable doubt in the jury’s 
mind to remain undisturbed. It cannot be 
claimed that the silence in and of itself has 
an affirmative probative effect in support of 
the government’s case. The government's 
case must rest on its own feet and while 
silence assuredly may not detract from it, 
it adds nothing affirmatively to it. This 
seeming error of the court of appeals can 
be explained and the case made consistent 
with the body of decided cases when it is 
considered that the defendant in the instant 
case did in fact put into evidence fragmentary 
portions of his business records and with- 
held others.“ Where no records are put in 
evidence by the defendant, surely the silence 
may not be considered by the jury on any 
issue on which the government has the 
burden of proof. 


(Continued on page 71) 
8 October 10, 1955. 


4 54-2 ustec ff 9714, 348 U. S. 121. 
* Case cited at footnote 1, at p. 95. 
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Introduction 


to Oil and Gas Interests 


By JAMES R. ROWEN, Attorney, New York City 


This is a survey of the kinds of interest that are created in oil and gas 
properties. For those tax men unfamiliar with this complicated area of 
taxation and law, it is an excellent introduction. It discusses 

the organization of oil and gas ventures, the interests created and 

the impact of depletion on them. The option afforded intangible 

drilling and development expenses is analyzed 

and the alternatives compared. In addition, the article covers four 
complicated points having to do with the sale and assignment of oil and gas 
interests: (1) transfer of working interest, (2) outright sale, 

(3) lease and (4) transfers of royalty, oil-payment or net-profits interest. 


i this introductory survey of the kinds of 
interests that are created in oil and gas 
properties, my purpose is to state the ac- 
cepted principles, and to indicate the current 
areas of controversy in taxing those inter- 
ests and transactions. 


Kinds of Oil and Gas Interests 


Ownership in fee simple—An owner of 
land in fee simple has a right to extract the 
oil and gas under the land. He may do 
what he pleases with the land and the oil 
and gas, subject to local regulatory legislation. 


Lessor and lessee—ordinary oil and gas 
lease.—The entire interest in a developed oil 
and gas property seldom is in one person. 
Operators who develop oil and gas proper- 
ties do not need the surface of the land 
except for the small part that they must 
occupy to drill for oil and gas. The farmers 
and ranchers who ordinarily own the land 
do not want to sell their surface rights. 
The farmers and ranchers want to secure 
development of their land so that they may 
realize income from any oil or gas therein, 
but they are financially unable to develop 
the land themselves or do not want to risk 
the costs of development. 


Oil and Gas 


Since neither the operator nor the land- 
owner knows accurately how much oil and 
gas a particular property contains, it would 
be too much of a gamble for the landowner 
to sell, or the operator to buy, all rights in 
the oil and gas for a fixed sum, or for the 
landowner to lease to the operator the right 
to extract oil and gas for a fixed annual 
rental. 


In the usual transaction (called a lease), 
the landowner (lessor) transfers to the op- 
erator (lessee) the right to extract oil and 
gas for a fixed number of years and there- 
after so long as oil and gas are produced. 
The landowner retains the surface rights, 
and reserves to himself a certain fraction 
(often one eighth) of the oil and gas pro- 
duced, or the proceeds therefrom, free of 
any obligation for development and operating 
costs. This reserved interest is called « “land- 
owner’s reserved royalty,” or merely a 
“royalty.” The operator usually pays the land- 
owner a cash bonus (sometimes called an “‘ad- 
vance royalty”) for the execution of the lease. 
The landowner retains the bonus irrespec- 
tive of whether oil or gas is produced. The 
bonus may be substantial if the land is 
promising, as in cases where oil has been 
found on neighboring land. 
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Since the landowner desires to secure the 
immediate development of his property, the 
lease usually contains one or more pro- 
visions designed to induce the lessee to 
commence development. One such pro- 
vision is a provision limiting the period of 
the lease to a fixed number of years, and 
thereafter so long as oil and gas are pro- 
duced. Sometimes, a provision of the lease 
obligates the operator to drill at least one 
well. Often, the lease specifies that the op- 
erator must pay the landowner a certain 
sum of money annually (called a “delay 
rental”) until the operator starts develop- 
ment of the property. A delay rental (often 
$1 per acre per year) is a means of satisfy- 
ing the conflicting interests of the land- 
owner, who wants immediate development 
of his property, and the operator, who may 
desire to spread the development of his 
many leases over a period of time or to 
postpone development for other reasons. 
The delay rental is a payment for the priv- 
ilege of retaining the lease without develop- 
ing the property. The lessor reports the 
delay rental as ordinary rental income; the 
lessee usually deducts the delay rental as an 
ordinary and necessary business expense, 
but under certain circumstances the lessee 
may capitalize the delay rental as a carry- 
ing charge (see G. C. M. 11197, XII-1 
CB 238).* 


Lessors once argued that the usual oil 
and gas lease was a sale of oil and gas in 
place, and that the bonus and royalty pay- 
ments were taxable at capital gain rates. 
But in Burnet v. Harmel, 3 ustc J 990, 287 
U. S. 103 (1932), the Supreme Court held 
that for federal income tax purposes the 
usual oil and gas lease is not a sale of oil 
and gas in place, and that the bonus and 
royalty payments are taxable as ordinary in- 
come, The Court stated (at pages 106-107) : 


“Tt is an incident of every oil and gas 
lease, where production operations are car- 
ried on by the lessee, that the ownership 
of the oil and gas passes from the lessor 
to the lessee at some time and the lessor is 
compensated by the payments made by the 
lessee for the rights and privileges which 
he acquires under the lease. But notwith- 
standing this incidental transfer of owner- 
ship, it is evident that the taxation of the 


1 Rather than pay a delay rental, the operator 
may agree to pay the lessor a minimum royalty 
for a certain number of years, irrespective of 
production, but this is uncommon in oil and gas 
leases. A minimum royalty is different from a 
delay rental in that it is payable even after the 
operator starts to develop the property. For 
a discussion of minimum royalties, see James 
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receipts of the lessor as income does not 
ordinarily produce the kind of hardship 
aimed at by the capital gains provision of 
the taxing act. Oil and gas may or may not 
be present in the leased premises and may or 
may not be found by the lessee. If found, their 
abstraction from the soil is a time-consum- 
ing operation and the payments made by the 
lessee to the lessor do not normally become 
payable as the result of a single transaction 
within the taxable year, as in the case of a 
sale of property. The payment of an initial 
bonus alters the character of the transac- 
tion no more than an unusually large rental 
for the first year alters the character uf any 
other lease, and the taxation of the one as 
ordinary income does not act as a deter- 
rent upon conversion of capital assets, any 
more than the taxation of the other. 


: By virtue of the lease, the lessee 
acquires the privilege of exploiting the land 
for the production of oil and gas for a pre- 
scribed period; he may explore, drill, and 
produce oil and gas if found. Such opera- 
tions with respect to a mine have been said 
to resemble a manufacturing business car- 
ried on by the use of the soil, to which the 
passing of title of the minerals is but an 
incident, rather than a sale of the land or 
of any interest in it or in its mineral content.” 

The lessee excludes the amount of the 
royalties that it pays to the lessor from its 
income in computing its gross income. How- 
ever, the lessee must capitalize the lease 
bonus as an investment in the oil and gas in 
place, recoverable through depletion. (Regu- 
lations 118, Section 39.23(m)-10(a); Sun- 
ray Oil Company v. Commissioner, 45-1 ustc 
79181, 147 F. (2d) 962 (CCA-10).) 

If a lessee transfers his leasehold interest 
to a third party, reserving to himself a cer- 
tain fraction (often one sixteenth) of the 
oil and gas produced, or the proceeds there- 
from, free of any obligations for develop- 
ment and operating costs, the transaction is 
a “sublease” or “farm out”; the lessee be- 
comes a “sublessor,” and his reserved royalty 
interest is an “overriding royalty.” The 
overriding royalty is a charge on the land 
over and above the reserved royalty of the 
original lessor. The overriding royalties and 
any bonus received on the sublease are ordi- 





T. Williams, Ul, “Assignments of Leasehold, 
Royalty, and Oil Payment,’’ Proceedings of the 
Second Annual Southwestern Legal Foundation 
Oil and Gas Institute, pp. 469, 492-498, and 
Regs. 118, Sec. 39.23(m)-10(b) and (e). Often, 
a factual question is presented as to whether a 
payment is to be classified as a bonus, delay 
rental or minimum royalty. 
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nary income to the sublessor. (Palmer v. 
Bender, 3 usrc { 1026, 287 U. S. 551 (1933).) 
The sublessee treats the bonus and royalty that 
it pays to the sublessor in the same manner 
that the lessee treats the bonus and royalty 
that it pays to the lessor. 


The person who has the right to develop 
and operate the oil and gas property (whether 
he is the owner of the land in fee simple, 
the lessee, the sublessee, or an assignee of 
the lessee or sublessee) is said to own the 
“working interest.” A lease, a sublease or an 
assignment of the lease or sublease is some- 
times referred to as a “transfer of the work- 
ing interest.” The owner of the working 
interest in oil and gas properties is often 
called the “operator.” Where a lessee sub- 
leases the property, the sublessee becomes 
the operator. 


Royalty, oil payment, net-profits interest, 
carried interest.—A royalty is a right to re- 
ceive a fraction of the oil and gas produced 
from certain property, or the proceeds there- 
from, free of any obligation for development 
and operating costs. Royalties that are not 
reserved by the lessor in the original lease 
transaction are usually called “overriding 
royalties,” for they are in addition to the 
original landowner’s royalty, but they’ are 
essentially the same as the landowner’s 
royalty. In this paper the term “royalty” 
includes both the landowner’s royalty and an 
overriding royalty. 


An oil payment, sometimes called an 
“in-oil payment right,” is a right to receive 
a fraction of the oil produced from certain 
property, or the proceeds therefrom, free of 
development and operating costs, until a 
fixed or determinable amount of oil or an 
ascertainable sum of money has been re- 
ceived. A right to receive the proceeds from 
one eighth of the oil produced from Black- 
acre until the sum of $100,000 is paid is an 
oil payment. When the $100,000 is paid 
it is said that the oil payment is “paid out.” 
An oil payment is similar to a royalty ex- 
cept that an oil payment is limited in 
amount, whereas a royalty extends over the 
life of the property.2, The oil payment is 
particularly useful as a financing device, for 
the operator of a proved oil property can 


2 The Service has ruled that a royalty and 
an oil payment are not properties of “like 
kind’’ within the meaning of Sec. 1031(a), which 
provides that no gain or loss shall be realized 
on certain exchanges of properties of ‘“‘like 
kind’ (I. T. 4093, 1952-2 CB 130; also see Mid- 
field Oil Company, CCH Dec. 10,727, 39 BTA 
1154 (1939), and William Fleming, 24 TC —, 
No. 93 (1955), but see, contra, Fleming v. Camp- 
bell, 53-2 ustc { 9469, 205 F. (2d) 549 (CA-5)). 


Oil and Gas 


sell an oil payment to an investor or to an 
insurance company to obtain working capi- 
tal. Oil payments are often created under 
circumstances where it is reasonably cer- 
tain that they will pay out, but not always. 


A net-profits interest is a right to a per- 
centage of the net profits from the operation 
of an oil or gas property. For tax reasons 
noted later, a net-profits interest is usually 
defined to include only the net profits from 
the production of oil and gas, and not profits 
from the operator’s whole business, from 
sales of equipment or from sales of the 
working interest itself. The owner of a 
royalty or oil payment always receives some 
income if there is production of oil and gas, 
but the holder of such a net-profits interest 
receives no income unless there is a profit- 
able production of oil and gas. A net-profits 
interest is sometimes called a “net-incom« 
royalty,” but the word “royalty” in this 
paper will be used only with reference to 
a right to share in the “gross” production. 


A royalty, oil payment or net-profits in- 
terest may arise in connection with the 
usual lease transaction, or independently 
thereof. The lessor or sublessor may reserve 
an oil payment or net-profits interest, in 
addition to a royalty, in connection with 
the usual lease or sublease (see Palmer v. 
Bender, cited above (the sublessor reserved 
a royalty and oil payment); Kirby Petro- 
leum Company v. Commissioner, 46-1 ustc 
7 9149, 326 U. S. 599 (the lessor reserved 
a royalty and net-profits interest)). The 
owner of a working interest may carve 
therefrom a royalty, oil payment or net- 
profits interest, and assign such interest to 
an investor for cash as a means of financing; 
to a geologist, attorney or other employee 
or agent in return for services; to a driller 
in return for the drilling of a well; or toa 
friend as a gift. See T. W. Lee, CCH Dec. 
11,381, 42 BTA 1217, aff'd, 42-1 ustc { 9375, 
126 F. (2d) 825 (CCA-5). The owner of a 
royalty may carve therefrom and sell or 
give away an oil payment, or the owner of 
a working interest may transfer the working 
interest in return for a large or small amount 
of cash, reserving to himself only an oil 
payment or net-profits interest. (Commis- 
stoner v. Fleming, 36-1 ustc § 9165, 82 F. 


See Appleman, ‘‘Exchanges of Properties of Like 
Kind in the Oil Business,’’ Proceedings of New 
York University Eleventh Annual Institute on 
Federal Tazation, p. 273. Royalty income is 
personal holding company income under Sec. 
543(a)(8) unless it constitutes 50 per cent or 
more of gross income, but the Service has ruled 
that income from an oil payment is not personal 
holding company income. (Rev. Rul. 55-194.) 
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(2d) 324 (CCA-5) (oil payment); Burton- 
Sutton Oil Company, Inc. v. Commissioner, 
46-1 ustc § 9243, 328 U. S. 25 (net-profits 
interest).) 


Two or more persons may own title to a 
working interest together under an agree- 
ment that one of their number should bear 
the cost of development and. operation of 
the property and should recoup such cost 
out of the proceeds of the oil before any 
proceeds are paid to the other persons. 
Such an arrangement is a “carried interest 
arrangement,” and the interests of the per- 
sons who are not responsible for the costs 
of developments and operations are “carried 
interests.” The co-owners of the working 
interest may enter a carried-interest ar- 
rangement among themselves, or a carried 
interest may arise where the owner of the 
working interest transfers a fraction of it 
to a driller in return for the latter’s agree- 
ment to “carry” the transferor. Some car- 
ried-interest arrangements relate only to 
costs of the initial development period, but 
others continue for the life of the property. 


Depletion 

An oil and gas deposit is a wasting asset. 
Extraction of oil and gas reduces the value 
of the deposit. To enable the owner of an 
interest in the deposit to recoup his invest- 
ment in the oil and gas tax free out of the 
proceeds of the oil and gas, Section 611 of 
the Code authorizes a reasonable allowance 
for depletion based on cost. Congress has au- 
thorized a reasonable allowance for depletion 
based on cost in some form ever since the 
Revenue Act of 1916." Where the taxpayer 
takes depletion based on cost he must determine 
the cost of his interest in the oil and gas. The 
lessor must apportion the cost of his land be- 
tween the oil and gas and the surface rights. 
The‘ lessee’s or operator’s cost basis in 
the oil and gas includes the lease bonus, legal 
fees and other expenses incurred in acquiring 
the lease, capitalized exploration costs (see 
I. T. 4006, 1950-1 CB 48) and most of the in- 
tangible drilling and development costs where 
such costs are capitalized. Costs of equip- 
ment and other tangible personal property 
having a salvage value are recoverable 
through depreciation rather than depletion. 
(See Regulations 118, Section 39,23(m)-16.) 


* For a summary of the early history of the 
allowance for depletion, see Helvering v. Twin 
Bell Oil Syndicate, 35-1 ustc { 9014, 293 U. S. 


312, 315-318 (1934), and Kent, ‘‘Lessors and 
Royalty Owners Tax Problems,"’ Proceedings 
of the First Annual Southwestern Legal Foun- 
dation Oil and Gas Institute, pp. 355, 361-368. 
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From the Revenue Act of 1918 until the 
Revenue Act of 1926 owners of oil and gas 
properties were given the election to take 
depletion on the basis of value at the time 
of discovery, in lieu of cost. The purpose 
of discovery-value depletion was to stimulate 
the discovery of oil and gas. However, 
experience showed that it was impossible 
accurately to determine the value of an oil 
and gas property at the time of discovery, 
and that discovery-value depletion therefore 
could not be fairly and effectively applied to oil 
and gas. Accordingly, in the Revenue Act 
of 1926, Congress provided in the case of 
oil and gas for depletion based on a per- 
centage of income as a substitute for deple- 
tion based on discovery value.‘ The authority 
for percentage depletion is now contained in 
Section 613 of the Code, which provides: 


“(a) General Rule.—In the case of the 
mines, wells, and other natural deposits 
listed in subsection (b), the allowance for 
depletion under section 611 shall be the 
percentage, specified in subsection (b), of 
the gross income from the property exclud- 
ing from such gross income an amount 
equal to any rents or royalties paid or in- 
curred by the taxpayer in respect of the 
property. Such allowance shall not exceed 
50 percent of the taxpayer’s taxable income 
from the property (computed without allow- 
ance for depletion). In no case shall the 
allowance for depletion under section 611 
be less than it would be if computed without 
reference to this section. 


“(b) Percentage Depletion Rates.—The 
mines, wells, and other natural deposits, 
and the percentages, referred to in subsec- 
tion (a) are as follows: 


“(1) 27% percent—oil and gas wells.” 


The amount that a taxpayer deducts for 
percentage depletion reduces his cost basis 
in the oil and gas, but a taxpayer may take 
percentage depletion even after his cost 
basis in the oil and gas has been exhausted, 
and his cost basis in the property for the 
purposes of sale will not thereby be reduced 
below zero. (Rev. Rul. 54-421, 1954-2 CB 162.) 


The problem of who is entitled to the de- 
pletion deduction has been much litigated. 
The problem as to whether certain pay- 
ments are depletable arises in computing 


both the tax of the operator and the tax of 


‘The arguments for and against the deduction 
for percentage depletion are set forth in Baker 
and Griswold, ‘‘Percentage Depletion—A Cor- 
respondence,’’ 64 Harvard Law Review 361 
(1951). 
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the payee, for the total gross income on 
which depletion is taken may not exceed the 
gross income from the property (see Hel- 
vering v. Twin Bell Oil Syndicate, cited 
above). (A minor exception is noted in 
footnote 5, below.) If certain proceeds of oil 
and gas are depletable gross income to a person 
other than the operator, such proceeds are not 
depletable gross income to the operator. If 
an operator is obligated to pay a part of the 
proceeds of oil and gas to the lessor and 
‘the lessor is entitled to depletion on such 
part of the proceeds, the operator must ex- 
clude such part from his gross income in 
computing percentage depletion. Fat mt an 
operator pays money to X, and “ is not 
entitled to depletion on such payment, the 
amount of such payment is not excluded 
from the operator’s gross income in com- 
puting percentage depletion. If the oper- 
ator takes percentage depletion, it is to his 
advantage to include all the proceeds of 
the oil and gas in his gross income and to 
deduct his payments to others as ordinary 
expenses. 


The problem of what kind of interest is 
entitled to depletion is most easily under- 
stood with reference to cost or discovery- 
value depletion, for the earliest and most 
important cases involved cost or discovery- 
value depletion, and the question whether 
an interest is depletable does not depend 
upon the kind of depletion that is taken. 
Since the purpose of an allowance for de- 
pletion based on cost (or discovery value) 
is to enable the owner of an interest in 
mineral property to recover his investment 
in the mineral (or its discovery value) tax- 
free out of the proceeds from the mineral, 
the Supreme Court recognized early that 
anyone who has an investment in the min- 
eral and whose property right and interest 
therein is depleted by the extraction and 
disposition of the mineral is entitled to 
depletion. (See Lynch v. Alworth-Stephens 
Company, 1 ustc § 117, 267 U. S. 364, 370 
(1925).) In Section 234(a)(9) of the Rev- 
enue Act of 1918, Congress had recognized 
that both the lessor and the lessee of oil 
and gas properties were entitled to deple- 
tion. In Burnet v. Harmel, cited above, the 
question was as to whether the transaction was 
a sale or lease; it was conceded that the, lessor 
was entitled to depletion on his reserved 


royalty if the transaction were a lease. 


In Palmer v. Bender, cited above, the 
Supreme Court held that a lessee who trans- 
fers his interest by a sublease, reserving a 
royalty, is entitled to depletion on the re- 
served royalty. The Court stated (at page 
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557 of the opinion) that the statute permits 
depletion in “every case in which the tax- 
payer has acquired by investment, any in- 
terest in the oil in place, and secures by any 
form of legal relationship, income derived 
from the extraction of the oil, to which he 
must look for a return of his capital.” (This 
language is repeated almost word for word 
in Regulations 118, Section 39.23(m)-1(b).) 
The Court also stated that “the lessor’s 
right to a depletion allowance does not de- 
pend upon his retention of ownership or any 
other particular form of legal interest in 
the mineral content of the land. It is 
enough, if by virtue of the leasing transac- 
tion, he has retained a right to share in the 
oil produced. If so, he has an economic 
interest in the oil in place, which is depleted 
by production.” Since Palmer v. Bender, the 
Supreme. Court has considered the applica- 
tion of the depletion allowance to various 
oil and gas interests on a case-by-case basis, 
but generally in reference to the general 
proposition drawn from Palmer v, Bender, 
that the owner of an economic interest in 
oil and gas in place, dependent solely on 
production, is entitled to depletion. 


Oil payment.—The owner of an oil pay- 
ment has an interest in oil and gas that is 
dependent solely on production. According- 
ly, the Supreme Court has held that the 
owner of an oil payment is entitled to de- 
pletion (Thomas v. Perkins, 37-2 ustc { 9315, 
301 U. S. 655). Cortrversely, the owner of a 
promise to pay a certain sum of money that 
may be satisfied out of sales of equipment 
or sales of the working interest itself, as 
well as out of the proceeds of the oil and 
gas, has an interest that is not dependent 
solely on production, and is not entitled to 
depletion (Anderson v. Helvering, 40-1 ustc 
{ 9479, 310 U. S. 404). 


Delay rental.—A delay rental is not depend- 
ent on production. Accordingly, it is accepted 
that the lessor may not take depletion on a 
delay rental. (See Houston Farms Develop- 
ment Company v. Commissioner, 42-2 ustc 
79783, 131 F. (2d) 577 (CCA-5).) The 
operator deducts the delay rental as a business 
expense, and does not exclude the amount 
thereof from his gross income in computing 
percentage depletion. 


Lease bonus.—The question as to whether 
a lessor or sublessor is entitled to depletion 
on his lease bonus appears to be a difficult 
one in theory, but it has been settled for a 
long time. When the Supreme Court held that 
the usual oil and gas lease was a lease 
rather than a sale and that the bonus and 
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royalties were taxable to the lessor as ordi- 
nary. income, it intimated that the bonus 
payments were depletable in the same man- 
ner as royalties. (Burnet v, Harmel, cited 
above, at pages 111-112.) Shortly thereafter, 
in Murphy Oil Company v. Burnet, 3 ustc 
7 1002, 287 U. S. 299 (1932) (cost depletion) 
and Herring v. Commissioner, 35-1 ustc 
79012, 293 U. S. 322 (1934) (percentage 
depletion), the Supreme Court held that a 
lease bonus is an advance royalty that is 
paid because of anticipated production of oil 
and gas, and that it is therefore subject 
to depletion in the year that it is received 
even if there is no production in that year. 
In Palmer v. Bender, cited above, the Court 
applied the same rule to a bonus on a sublease. 

In Douglas v. Commissioner, 44-1 ustc 
7 9326, 322 U. S. 275, the Supreme Court 
sustained the Treasury’s position that if 
the lease expires or terminates or is aban- 
doned before there is any production, the 
depletion on the bonus must be restored to 
income in the year of expiration, termina- 
tion or abandonment. (See G. C. M. 14448, 
XIV-1 CB 98; Regulations 118, Section 
39.23(m)-10(c).) Depletion of the bonus 
is thus consistent with the rule that deple- 
tion depends on production. 

Where a lessor takes cost depletion, the 
depletion on the bonus will be that propor- 
tion of his cost basis which the amount of 
the bonus bears to the sum of the bonus and 
the royalties expected to be received over 
the term of the lease. (See Regulations 118, 


Section 39.23(m)-10(a).) 


The lessee must capitalize the bonus as a 
cost of the lease. He may recover the bonus 
tax-free through cost depletion, but if he 
takes percentage depletion he gets no addi- 
tional deduction on account of the bonus, 
and receives no tax benefit therefrom. If he 
takes percentage depletion he must exclude 
the amount of the bonus from gross income 
in computing percentage depletion through 
pro-rata exclusions over the life of the lease. 
(Quintana Petroleum Confpany v. Commis- 
sioner, 44-2 ustc 99380, 143 F. (2d) 588 
(CCA-5); Canadian River Gas Company v. 
Higgins, 45-2 ustc 9 9450, 151 F. (2d) 954 
(CCA-2).) This last rule follows from and is 
generally consistent with the principle that the 
total gross income subject to depletion may not 
exceed the gross income from the production of 
oil and gas on the property. Since the 
lessor takes depletion on the bonus, the 

* However, since depletion on a bonus does 
not have to be restored to income if there is 


any production, the amount subject to depletion 
will exceed the actual gross income from the 
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lessee may not take depletion on an amount 
of the gross income from the production 
of oil and gas on the property that is 
equal to the bonus.* 


Net-profits interest.—A “net-profits inter- 
est” that includes profits from sales of 
equipment or from sales of the working in- 
terest itself is not depletable, for the in- 
come thereon is not dependent solely on 


production. See Anderson v, Helvering, cited 


above. But a net-profits interest that en- 
titles the owner to share only in the net 
profits from the production of oil and gas 
is, in at least some circumstances, a de- 
pletable “economic interest.” 

If a lessor or sublessor reserves a net- 
profits interest in addition to a royalty in 
the usual leasing or subleasing transaction, 
the net-profits interest is a depletable eco- 
nomic interest (Kirby Petroleum Company 
v. Commissioner, cited above). Also, if a 
lessor or sublessor reserves a_net-profits 
interest in the usual leasing transaction 
in lieu of a royalty interest, the net-profits 
interest is a depletable economic interest 
(Burton-Sution Oil Company, Inc. v. Commis- 
sioner, cited above; Gray v. Commissioner, 
50-2 ustc § 9386, 183 F. (2d) 329 (CA-5)). 
(In the Burton-Sutton case, the Supreme 
Court did not overrule a previous decision, 
Helvering v. Elbe Oil Land Development Com- 
pany, 38-1 ustce J 9155, 303 U. S. 372, which 
tends the other way, but if the Elbe Oil de- 
cision is still law, it must be explained on 
the ground that the transaction therein was 
in other respects not a lease.) 


However, the status of a net-profits interest 
that is created in someone who has not 
previously owned any economic interest 
in the oil and gas is a matter of some 
doubt. Such an interest could arise where 
the owner of a working interest carves out 
a net-profits interest and sells it for cash, 
or assigns it to someone in return for 
services, for work performed or for the use 
of property. The question is whether it is 
material to the status of a net-profits inter- 
est as an “economic interest” how it is 
created or whether it is created in someone 
who has owned a prior economic interest 


in the property. 


In a footnote to its Burton-Sutton opinion, 


cited above, at page 35, the Supreme Court 
stated: “A participation in net profits dis- 
associated from an economic interest does 


production of oil and gas where there is pro- 
duction but the bonus exceeds the proceeds 


from the production. See Dolores Crabb, CCH 
Dec. 11,046, 41 BTA 686, 699-700. 
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not enable a recipient of such profits to 
benefit from depletion. Helvering v. O’Don- 
nell [38-1 ustc J 9156], 303 U. S. 370.” The 
O’Donnell case is itself authority that an 
interest in net profits is not necessarily 
an economic interest. But there is other 
language in the Burton-Sutton case that 
indicates that a net-profits interest may be 
an economic interest even where it does 
not arise in connection with a lease or 
sublease.® Since the manner in which a 
royalty or oil payment is created generally 
is not considered material to its status as an 
economic interest," it is arguable that the 
same rule should apply to a net-profits interest. 


The problem as to whether a net-profits 
interest is depletable was considered in two 
recent cases involving California offshore 
“leases.” In 1938, California began “leasing” 
certain offshore lands for the exploitation 
of oil and gas. California law required 
that wells on submerged land be drilled 
slantwise from an upland site, and Cali- 
fornia would not grant leases until the 
operator furnished proof that he had the 
permission of an upland owner to drill 
from an upland site. The Southwest Ex- 
ploration Company obtained the permission 
of certain upland owners to drill from their 
land, and thereupon obtained leases on 
certain offshore lands. After obtaining the 
leases, it agreed to pay the upland owners 
about one fourth of its net profits as con- 
sideration for the drilling rights. The up- 
land owners, on their tax returns, claimed 
percentage depletion on their net-profits 
interest, but Southwest, on its return, com- 
puted its percentage depletion without ex- 
cluding the net-profits payments from its 
gross income. If the upland owners properly 
took percentage depletion on the net-profits 
payments, Southwest should have excluded 
the amount of said payments from its 
gross income in computing percentage de- 
pletion. Since the law was unclear, the 
Commissioner, to avoid being whipsawed, 
took the inconsistent position that neither 
party was entitled to deplete the amount 
of the net-profits payment. Southwest ap- 


pealed its case to the Tax Court, and 
the Tax Court and the Ninth Circuit sus- 


‘It is beyond the scope of this survey to 
explore all the implications of the O’Donnell, 
Elbe Oil and Burton-Sutton cases, or to try to 
reconcile them. See Jackson, ‘“‘The Need for a 
Restatement of the Tax Laws Relating to Oil 
and Gas,’ Proceedings of the First Annual 
Southwestern Legal Foundation Oil and Gas 
Institute, pp. 343, 348; Appleman, ‘“‘Taxes in 
Sales and Assignments of Leases,"" Proceed- 
ings of the First Annual Southwestern Legal 
Foundation Oil and Gas Institute, pp. 427, 
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tained its position (CCH Dec. 19,182, 18 
TC 961, aff'd, 55-1 uste J 9279, 220 F. (2d) 
58. On the other hand, one of the upland 
owners took its case to the United States 
Court of Claims, and the Court of Claims 
held that it was entitled to deplete its 
net-profits interest; the Court of Claims 
recognized that its position was inconsistent 
with the decision in the Southwest case. 
(Huntingion Beach Company v. U. S., 55-2 


ustc $9564, 132 F. Supp. 718 (Ct. Cls.).) 


If the Commissioner obtains certiorari 
in either of these cases, the Supreme Court 
may resolve some of the uncertainties sur- 
rounding a net-profits interest. If the Su- 
preme Court grants certiorari, the upland 
owners will prevail if they convince the 
Court either (1) that they should be treated 
as lessors because the oil and gas were 
reached from their property or (2) that a 


net-profits interest is depletable even where 
it is created in someone who had no previ- 
ous economic interest in the property. 


In concluding the discussion of depletion, 
we should note two recent rulings that bear 
on the theory of the depletion allowance. In 
Rev. Rul. 55-251, the Service ruled that a 
taxpayer who has merely a nonexclusive 
license to extract minerals from a river bed 
has no economic interest in the minerals and 
therefore is not entitled to percentage de- 
pletion. In Rev. Rul. 54-548, the Service 
ruled that rentals received by a lessor for 
the use by the lessee of mining equipment 
on the property are depletable where they 
are measured solely by the amount of pro- 
duction of the mineral. 


Option to Expense Intangible Drilling 
and Development Expenses 


An oil and gas operator has the option 
to deduct from gross income as an expense 
or to charge to capital account all expendi- 
tures made by him for wages, fuel, repairs, 
hauling, supplies, etc., incident to, and 
necessary for, the drilling of wells and the 
preparation of wells for the production of 
oil and gas.* 


: This option, commonly called the “op- 
tion to expense intangible drilling expenses,” 


447-456. These commentators would not rely 
much on either the O’Donnell or Elbe Oil case. 

7 See G. C. M. 26290, 1950-1 CB 42, and cases 
cited therein, particularly T. W. Lee, cited 
above; but compare Haynes v. U. 8., 43-1 usrc 
{ 9479, 50 F. Supp. 238 (Ct. Cls.), and Tuttle v. 
U. 8., 52-1 ustc { 9102, 101 F. Supp. 532 (Ct. 
Cls., 1951). 

*See Mahin, ‘Deduction for Intangibles,” 
Proceedings of the Second Annual Southwestern 
Legal Foundation Oil and Gas Institute, p. 387. 


25 





is set forth in detail in Regulations 118, Sec- 
tion 39.23(m)-16. The option has a long 
history in the regulations dating back to 
T. D. 2447 (February 8, 1917); in the past 
there was some doubt whether the Treasury 
had authority to issue the regulation, but 
Section 263(c) of the 1954 Code expressly 
directs the Treasury to prescribe such a 
regulation. Persons in the petroleum in- 
dustry regard the option as very important. 


The option permits an operator to deduct 
aS an expense certain expenditures that 
would otherwise be considered capital ex- 
penditures. In the usual dispute between 
the Commissioner and a taxpayer whether 
an item is an expense or a capital expendi- 
ture, the question is only whether a deduc- 
tion is allowable in one year or must be 
spread over several years. The question 
whether intangible drilling expenses may 
be expensed is more critical, for if operators 
must capitalize such expenses, most of such 
expenses may only be recovered through 
depletion. (Certain capitalized intangible 
drilling expenses are recoverable through 
depreciation. See Regulations 118, Section 
39.23(m)-16(b)(2).) Where an operator 
claims percentage depletion, he receives the 
same deduction for depletion irrespective 
of the amount of his capitalized intangible 
drilling expenses; consequently, he receives 
no tax benefit from most of his intangible 
drilling expenses unless he expenses them. 


The option to expense intangible drilling 
expenses is available only to the operator, 


that is, “one who holds a working or 
operating interest in any tract‘or parcel of 
land either as fee owner or under a lease 
or any other form of contract granting 
working or operating rights.” (Regulations 
118, Section 39.23(m)-16(a)(1).) Accord- 
ingly, an owner of a royalty, oil payment 
or net-profits interest is not entitled to any 
deduction for the intangible drilling and 
development expenses incurred by the oper- 
ator. The owner of such an interest is thus 
in a less advantageous position than some- 
one who acquires part of a working inter- 
est, notwithstanding that his investment and 
rate of return may be the same. The pur- 
chaser of the royalty interest capitalizes his 
entire investment, whereas the fractional 
holder of the working interest may expense 
that part of his investment that is attribut- 
able to the intangible drilling and develop- 
ment expenses. 

In connection with.the usual lease 


transaction, the operator may expressly 
promise to drill one well (called an obliga- 
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tion well). Since such an operator acquires 
the full working interest, he may deduct 
all intangible drilling and development ex- 
penses, including those that are incident to 
the obligation well. He is not required to 
capitalize the expenses of the obligation 
well as part of the cost of the working 
interest, notwithstanding that his promise 
to incur such expenses was the considera- 
tion for the transfer of the working interest 
to him. (Regulations 118, Section 39.23 
(m)-16(a)(1).) 


However, if the owner of a working in- 
terest transfers a fractional part of it to a 
driller in return for the latter’s promise to 
drill a well (called a free well), the driller 
is an operator as to such fractional interest 
only. He may deduct such fractional part 
of his intangible drilling and development 
costs, but he must capitalize the remainder 
(and any cash that he pays to the trans- 
feror) as the acquisition cost of the frac- 
tional working interest. (Regulations 118, 
Section 39.23(m)-16(a)(1).) Such a trans- 
action does not result in a carried interest 
arrangement, for the driller may not recoup 
any of his costs in drilling the well out of 
the transferor’s share of the oil. 


In a typical carried interest arrangement, 
the owner of a working interest, A, trans- 
fers a fraction thereof (say one half) to B 
in return for B’s agreement to pay A’s 
share of the expenses either (1) throughout 
the life of the working interest or (2) dur- 
ing the initial development period. A agrees 
that B may recoup the expenses that he 
incurs during the carried period out of the 
proceeds of the oil and gas, before any of 
the proceeds are paid to A. 

In the first situation, A’s interest is very 
similar to a net-profits interest, except that 
he holds title to one half of the working 
interest and the equipment thereon, The 
question is whether A is to be considered 
as having leased the working interest to B 
with a reserved net-profits interest or as- 
having transferred a fraction of the work- 
ing interest to B.° If A is considered to 
have leased the whole working interest, reserv- 
ing a net-profits interest, then B is entitled to 
deduct all the intangible drilling expenses, 
and B must report all the proceeds of the 
oil, less the net-profits payments to A, as 
gross income subject to depletion; A is 
taxed as the holder of a net-profits interest. 
In G. C. M; 22730, 1941-1 CB 214, pages 
223-224, the Service took the position that 
A’s interest should be treated as a net-profits 
interest, but in J. S. Abercrombie Company, 
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CCH Dee. 15,218, 7 TC 120, aff'd, 47-2 uste 
§ 9301, 162 F. (2d) 338 (CCA-5), the Tax 
Court, on somewhat similar facts, held that 
A and B each owned one half of the work- 
ing interest, that each was entitled to deduct 
half of the intangible drilling and develop- 
ment expenses, and that each must be taxed 
as if he had received half of the gross 
income from the property. This question 
is not finally settled. 


In the second situation, it might be said 
that A and B each own one half of the 
working interest and that B has agreed to 
carry A during the initial development 
period, in return for an oil payment. If 
this theory is followed, all the gross income 
is taxable to B until the “oil payment” pays 
out; A may not deduct any intangible 
drilling and development expenses, and B 
must capitalize one half of the cost of such 
expenses as the cost of the oil payment. On 
the other hand, it could be said that A has 
assigned the whole working interest to B 
until B’s expenses are recovered. If this 
theory. is followed, B may deduct all the 
initial drilling and development expenses 
and must report all the gross income until 
such expenses are recovered; after that 
time, A and B would each be regarded as 
owning half of the working interest, and 
each would be taxable on half of the gross 
income. Finally, in line with the Aber- 
crombie decision, it. could be argued that 
A and B each own half of the working 
interest during the whole time,. and that 
each is entitled to one half of the deduction 
and must report one half of the income 
during the whole time. A full analysis of 
the carried interest arrangement is beyond 
the scope of this paper; the tax consequences 
of a carried interest arrangement generally 
are still not settled.’ 


Organization of Oil and Gas Ventures 


Since drilling for oil and gas is expensive, 
investors: often join together to pool their 
resources. Some have to join with others 
to obtain enough money to drill one well; 
others join together to obtain enough money 
to drill several wells, and thereby spread 
their risk over several wells. 


Sometimes, investors who pool their re- 
sources form a corporation, but usually they 
form a. joint venture to obtain the most 
favorable tax treatment. The income of a 
joint venture is taxed as if the partners re- 

*See Winstead, ‘‘Carried Interest and Net 


Profits Interest,’’ Proceedings of the Second 
Annual Southwestern Legal Foundation Oil and 
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ceived it directly, whereas corporate income 
is taxed to the corporation and again to 
shareholders when it is distributed as a 
dividend. The'corporation will have a de- 
pletion deduction, but the.shareholders will 
not be entitled to a depletion deduction on 
their dividends. Moreover, an investor in an 
oil and gas lease wants to be able to deduct 
his share of the intangible drilling expenses 
and his share of any loss on an abandon- 
ment of the lease from his ordinary iacome 
from other sources. If he owns a part of the 
lease directly or through a joint venture he 
may take such a deduction, but if he invests 
in a corporation and the corporation incurs 
the drilling expenses, he will receive no 
direct tax benefit except the capital loss 
that he may take if: his investment in the 
corporation becomes worthless. 


The usual procedure is for the investors 
in a working interest to form an oil and 
gas joint venture, either as co-owners under 
a joint operating agreement, or as a regular 
partnership. In the one case the investor 
will own an undivided interest in the prop- 
erties and will enter a joint operating agree- 
ment with the other co-owners; in the other 
case the properties will be owned by a part- 
nership in which the investors are members. 
In either event, the Service will classify the 
venture as a partnership for federal income 
tax purposes. ‘ ' 


In I. T. 2749, XIII-1 CB 99, I. T. 2785, 
XIII-1 CB 96, and Section 1.761(b)(3) of 
the proposed regulations under the 1954 
Code it is provided that if the members of 
an oil and gas venture retain title to the 
working interest as co-owners and meet 
certain other conditiors, they may elect to 
compute their income as if each owned a 
separate undivided interest in the working 
interest; in such event the joint venture 
will file a qualified partnership return rather 
than an ordinary partnership return. 


If the joint venture files an ordinary part- 
nership return, all elections, including the 
election to deduct intangible drilling ex- 
penses, will be made by the partnership 
ard will be binding upon the individual 
members. But if the joint venture qualifies 
and elects to be treated as a qualified part- 
nership, each member will have a separate 
election to deduct his share of the in- 
tangible drilling expenses. On the other 
hand, under Section 704 the members will 
have more leeway in allocating profits, 
losses and various items of income and ex- 


Gas Institute, p. 517; Appleman, work cited at 
footnote 6, at pp. 427, 464-475. 
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penses. among themselves if they file an 
ordinary partnership return; if they elect to 
be treated as a qualified partnership, each 
member must report as income and deduct 
as expense the exact proportion of each 
item of income and expense that his frac- 
tional undivided interest in the property 
bears to the total. 


Ordinarily, where there are several mem- 
bers in the joint venture they will want to 
provide some form of centralized manage- 
ment to avoid having to obtain unanimous 
consent for all decisions. However, if the 
joint venture is given many of the attributes 
of a corporation, such as continuity of life 
and centralized management, the Service 
may seek to tax it as a corporation rather 
than as a partnership, and it is necessary to 
draft a joint operating agreement or part- 
nership with this problem in mind. 


Where an ordinary oil and gas joint ven- 
ture is carried on by co-owners under a 
joint operating agreement, the Service will 
not treat the joint venture as a corporation 
where each co-owner has reserved the right 
to receive in kind his share of the oil and 
gas. (See I. T. 3930, 1948-2 CB 126). Ac- 
cordingly, joint operating agreements gen- 
erally contain a provision reserving this right. 


Where the joint venture is carried on 
in ordinary partnership form, the Service 
has indicated in some unpublished rulings 
that it will not treat the partnership as a 
joint venture where there is no centraliza- 
tion of management among the general part- 
ners and the partnership will be dissolved 
on the death or withdrawal of a general 
partner. (Also see I. T. 2904, XIV-2 CB 151.) 
The Service apparently will not treat a 
limited oil and gas partnership that meets 
such conditions as a corporation, notwith- 
standing that there are numerous limited 
partners and that all management powers 
are given to the general partners, who may 
be only one or two in number. Accordingly, 
investors in oil and gas joint ventures often 
form such a limited partnership. However, 
since there are no recent published rulings 
on the matter, it is generally advisable to 
obtain an advance ruling on the status of 
such a partnership. 


* Hereinafter we shall assume that these con- 
ditions are met. One case states that the six- 
month holding period on a lease begins to run 
when oil is first produced (Petroleum Hxplora- 
tion Company v. Commissioner, 52-1 vustc 
7 66,028, 193 F. (2d) 59 (CA-4, 1951)), but this 
decision is questionable. 

The Supreme Court has distinguished such 
a sale from the ordinary oil and gas lease. See 
Burnet v. Harmel, cited above, at p. 107. Few 
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Sales and Assignments of Oil 
and Gas Interests 


If a taxpayer sells his entire interest in 
an oil and gas property or a fractional part 
thereof to a purchaser for cash, his gain 
will be taxable at capital gain rates, pro- 
vided that he has held the property for six 
months and that he has not held the prop- 
erty for sale to customers in the ordinary 
course of his trade or business”™ (see I. T. 
4003, 1950-1 CB 10 (sale of oil payment); 
I. T. 3693, 1944 CB 272 (sale of working in- 
terest); Rev. Rul. 55-526 (sale of royalty)). 


Moreover, an owner of land will realize 
capital gain if he sells his entire interest in 
the oil and gas, or fractional part thereof, 
for cash, notwithstanding that he retains 
the surface rights” (see I. T. 2524, IX-1 
CB 199 (sale of oil and gas rights); G. C. M. 
12118, XII-2 CB 119, and cases cited therein 
(sale by lessor of kis reserved royalty)). 


Also; a taxpayer will realize capital gain 
if he disposes of his entire interest in the 
property or in the oil and gas, or a frac- 
tional part thereof, for a promise to pay 
money that is not solely dependent on the 
production of oil and gas (see Anderson v. 
Helvering, cited above). Similarly, where a 
taxpayer gives away a fractional part of his 
entire interest in the property, the gift will 
not be considered a mere assignment of 
a right to receive income, and the income 
on the transferred interest will be taxable 
to the donee (J. N. Wheelock, CCH Dec. 
18,386, 16 TC 1435 (1951)). 


However, where an owner of an oil or 
gas interest transfers only part of his 
rights in the oil and gas (except a fractional 
part of his total interest) for cash, the 
question arises as to whether the transfer 
is in law a sale of a capital asset, a lease, or 
an anticipatory assignment of income. In 
this connection we shall consider separately 
the situation where an owner transfers his 
working interest to a third person and re- 
tains a royalty, oil-payment or net-profits 
interest, and the situation where the owner 
retains the working interest and carves out 
and sells or gives to a third party a royalty, 
oil payment or net-profits interest. 


recent court decisions involve such a sale, for 
the Commissioner concedes that this is the 
rule. See Wesley W. West, CCH Dec. 13,800, 
3 TC 431, 445 (1944), aff'd, 45-2 usrc { 9382, 
150 F. (2d) 723 (CCA-5). However, sometimes 
there is a dispute as to whether taxpayer has 
allocated too much of his basis to the oil and 
gas, and not enough to the surface rights (see 
Plow Realty Company of Texas, CCH Dec. 
14,328, 4 TC 600, 609 (1945)). 
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Transfer of working interest.—Where A, 
the owner of a working interest, transfers 
the working interest to B for a cash pay- 
ment and retains a royalty, oil payment 
or net-profits interest, the question is 
whether the transaction is a sale or a lease 
for tax purposes. In resolving this question, 
the substance of the transaction is determi- 
native, rather than the form of the convey- 
ance or the niceties of local law. (Burnet 
v. Harmel, cited above, at page 110; Palmer v. 
Bender, cited above, at page 555; Thomas 
v. Perkins, cited above, at page 659.) 


Sale—If A transfers the working interest 
to B for a cash payment and reserves only 
an oil payment, the transfer will be taxed as 
a sale, at least where it does not appear 
from known facts at the time of the transfer 
that the oil payment will not pay out. The 
mere fact that A retains an economic inter- 
est in oil and gas in place does not charac- 
terize the transaction as a lease. (G. C. M. 
23623, 1943 CB 313; Commissioner v. Flem- 
ing, cited above; Columbia Oil & Gas Com- 
pany v. Commissioner, 41-1 uste J 9333, 118 F. 
(2d) 459 (CCA-5); Cullen v, Commissioner, 
41-1 uste J 9364, 118 F. (2d) 651 (CCA-S5).) 
The sale is considered to be a sale of the 
working interest, less the oil payment, for 
cash rather than a sale of the whole working 
interest for cash and an oil payment. Since 
the transaction is taxed as a sale, A realizes 
capital gain measured by the difference be- 
tween the cash payment and his basis in the 
interest sold, determined by apportioning 
his basis in his entire interest between the 
interest sold and the retained oil payment, 
in accordance with their market values at 
the time of the sale. (G. C. M. 23623, 1943 
CB 313.) (Where depreciable equipment 
is included in the sale, the cash payment is 
first applied to the basis of such equipment.) 
The payments on the retained oil payment 
are depletable ordinary income to A and ex- 
cludable from B’s gross income. B must 
treat the initial cash payment as the cost 
of the working interest acquired by him. 
Since the initial cash payment is not de- 
pletable to A, B does not have to exclude 
the amount of it from his gross income in 
computing percentage depletion over the 
life of the property.” 


“If A reserves only a kind of ‘‘net-profits 
interest’’ or ‘‘oil payment’’ that is not an eco- 
nomic interest because it does not depend 
solely on the production of the oil and gas, A is 
considered to have sold his whole interest to 
B for cash and B's promise to pay the agreed 
oil payment or share of che net profits. To A 
the net-profits payments are part of the sale 
price, taxable at capital gain rates and not 
depletable. B must capitalize the net-profits 
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Sometimes, the owner of a working inter- 
est may want to sell his interest for a fixed 
sum at capital gain rates and an operator 
may want to buy it, but the operator will 
not have enough money to pay the price 
asked. Often in such a situation, the owner 
will transfer the working interest to the 
operator for a cash payment much less than 
his price for the whole interest, and reserve 
and oil payment payable out of a substan- 
tial portion of the oil. The owner will then 
sell the retained oil payment to an investor 
who is interested in a more conservative 
investment than a working interest. The 
owner will thereby dispose of his whole 
interest for cash at capital gain rates, the 
operator will get the working interest for a 
smaller cash outlay, and the conservative 
investor will acquire a reasonably safe in- 
vestment with a commensurate rate of re- 
turn. This type of transaction is known as 
the A-B-C transaction. 


Lease.—Where A, the owner of an oil and 
gas property, transfers the working interest 
in the property to B for a cash payment, 
reserving a royalty interest, and provisions 
of the instrument of transfer indicate that- 
the predominant purpose of the transfer is 
to secure development or operation of the 
property, the transaction is a lease (see 
Burnet v. Harmel, cited above; Wesley W. 
West, cited above). A provision obligating the 
transferee to develop the property, a provi- 
sion limiting the conveyance to a limited 
period of time and thereafter so long as oil 
and gas are produced or a provision for 
delay rentals would indicate that the pre- 
dominant purpose of the transfer is to se- 
cure development of the property. Where 
A reserves a net-profits interest rather than 
a royalty interest, the transaction probably 
will be treated the same as if a royalty 
interest were retained. (See Burton-Sutton 
Oil Company, Inc. v. Commissioner, cited 
above.) 


The consequence of the fact that the 
transaction is a lease or sublease is that the 
cash payment (bonus) is depletable ordinary 
income to A. The cash payment is consid- 
ered an advance of expected royalties from 
production rather than a payment in full for 


payments as part of the purchase price of the 


property. (See Anderson v. Helvering, cited 
above.) With respect to the question as to 
whether B's promise to pay the agreed oil pay- 
ment will be valued at the time of the sale in 
computing A’s gain, compare Burnet v. Logan, 
2 ustc { 736, 283 U. S. 404 (1931), with Tuttle 
v. U. 8., cited above, and Boudreau v. Commis- 
sioner, 43-1 ustc { 9327, 134 F. (2d) 360 (CCA-5). 
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an absoliite right to minerals in place. The 
payments on the retained royalty or net pro- 
fits are depletable ordinary income to A and 
are excludable from B’s gross income. B 
must exclude the amount of the cash pay- 
ment (bonus) from his gross income in com- 
puting percentage depletion through exclusions 
over the life of the working interest. 


Borderline situations.—There are several 
situations where the law is uncertain whether 
a transfer of a mineral interest is a sale of 
a lease: 

(1) Where A, the owner of a mineral 
property, transfers and interest in the minerals 
to B for a cash payment, reserving a royalty 
interest, the Tax Court has held that the 
transaction is a sale rather than a lease 
where it does not appear that a predominant 
purpose of the transfer is to secure the 
development or operation of the property 
(Arthur N. Trembley, CCH Dec. 16,756(M), 
7 TCM 972 (1948)). The Tax Court treated 
the cash payment as a payment for an 
absolute right to minerals in place. In de- 
termining whether a predominant purpose 
of a transfer is to secure the development 
and operation of the property, the Tax 
Court would probably consider whether the 
transferee is obligated to develop the prop- 
erty; whether the transfer is for a limited 
time only; whether the transferee must pay 


a delay rental; whether the transferor re- 
served an interest in all the minéral pro- 
duced; the size of the cash payment; and 
other factors. 


However, in G. C. M. 27322, 1952-2 CB 
62, the Service takes the position that when- 
ever the transferor retains a royalty interest 
the transaction is a lease, regardless of the 
amount of the cash payment or the fact that 
the parties do not contemplate present de- 
velopment of the property. G. C. M. 27322 
states that it is the opinion of the Service 
“that irrespective of the presence or absence 
of a ‘dominating purpose’ of the parties to 
secure development and operation of the 
property, the controlling decisions of the 
Supreme Court require a lump-sum pay- 
ment received by a grantor of mineral rights 
in conjunction with retention by him of a 
royalty interest to be treated as ordinary 
income and not as proceeds from the sale 
of a capital asset.” 


In almost all cases where the transferor 
reserves a royalty interest, the predominant 
purpose of the transfer is to secure develop- 
ment and operation of the property. The case 
of Arthur E. Moreton, CCH Dec. 18,967(M), 
11 TCM 478 (1952), is perhaps an interest- 
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ing exception. In the Moreton case, the 
taxpayers transferred an iron-mining claim 
to a mining company for $250,000, but in 
effect reserved to themselves for a period 
of 30 years a royalty in all ore in excess of 
1,000,000 tons. At the time of the transac- 
tion the parties estimated that the land con- 
tained about 1,000,000 tons of ore. The 
mining company was not obligated to mine 
any ore, and its right to mine the ore was 
not terminable. No ore had been mined up 
to the time the Tax Court considered the 
case. The Commissioner asserted that the 
$250,000 was ordinary income. The Tax 
Court concluded that it was not the pre- 
dominant purpose of the transfer to secure 
development of the property, and held that 
the $250,000 was proceeds from the sale of 
a capital asset, that is, the first 1,000,000 
tons of ore. The Commissioner entered a 
nonacquiescence, but no appeal was taken. 


On the other hand if A, a landowner, 
grants to B, an operator, the right to mine 
iron ore for 50 years, reserving a royalty 
of 50 cents per ton, and B agrees to pay A 
a minimum royalty of $500,000 per year for 
20 years, recoverable out of the production 
royalty on the first 20,000,000 tons mined, 
the Tax Court will treat the transaction as 
a lease, and not as a sale of 20,000,000 tons 
of ore for $10,000,000 (see Otis A. Kittle, 
CCH Dec. 19,939, 21 TC 79 (1953); cf. 
Regulations 118, Section 39.23(m)-10(b)). 
One important factual difference between 
the Moreton and Kittle cases is that in the 
Kittle case the lease was for a limited period 
and B could not mine any ore after the 
termination of the lease. 


One certainly may not conclude from the 
Moreton case that a cash bonus is capital 
gain merely because the lessor surrenders 
completely an interest in some part of the 
mineral deposit. If a lessor in the ordinary 
oil and gas lease surrenders the right to any 
interest in the first 500 barrels of oil in 
consideration of a larger bonus payment, 
the transaction is in effect an ordinary oil 
and gas lease plus an anticipation of royalty 
income on the first 500 barrels, somewhat 
similar to the situation where a lessor carves 
out and sells an oil payment from his re- 
served royalty. (See I. T. 4003, 1950-1 CB 
10, discussed below.) 


(2) Where A, the owner of a working 
interest, transfers the working interest to 
B for cash and reserves an oil payment, and 
it appears from the known facts at the time 


of the transfer that the oil payment will not 
pay out, the Service and the courts may 
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treat the reserved oil payment just like a 
reserved royalty, in determining whether 
the transaction is a sale or lease. Indeed, 
in the Wesley W.. West decision, cited above, 
the Tax Court seems to say that the techni- 
cal nature of the reserved interest does not 
determine whether the transfer is a sale or 


lease. However, as yet there is no clear 
authority on this point. 


(3) Where A, the owner of a working 
interest, purports to transfer one-half of the 
working interest to B for a cash payment 
and B’s promise to carry A’s inicrest, the 
question is whether A should be treated as 
if he transferred his entire working interest 
for cash, reserving a net-profits interest 
(compare Westates Petroleum Company, CCH 
Dec. 19,929, 21 TC 35), or whether he should 
be treated as if he merely sold one half of 
the interest for cash (compare J. S. Aber- 
crombie Company, cited above). In the former 
event, the cash payment would be ordinary 
income; in the latter event, it would be 
capital gain. 


Transfers of royalty, oil payment or net- 
profits interest 

Sale or gift of carved-out oil payments.— 
If the owner of a working interest carves 
therefrom and sells an oil payment, the 
Service will regard the sale as an anticipa- 
tion of income from the production of oil 
on the retained working interest, taxable 
as ordinary income (G. C. M. 24849, 1946-1 
CB 66; I. T. 4003, 1950-1 CB 10). Similarly, 
if the owner gives away the oil payment, 
the Service will consider the gift an assign- 
ment of income on the retained working 
interest, ineffective to relieve the owner 
from tax on the assigned income (I. T. 
3935, 1949-1 CB 39; I. T. 4003, 1950-1 CB 
10). The Service would apply the same 
principle where the owner of a working in- 
terest sells or gives away a royalty or net- 
profits interest that does not extend over the 
life of the working interest, or where the 
owner of a royalty carves out and sells or 
gives away an oil payment, or makes a tem- 
porary assignment of his royalty. The Serv- 
ice position finds some support in Rudco 
Oil & Gas Company v. U. S., 49-1 uste J 9200, 
82 F. Supp. 746 (Ct. Cls.), and J. T. Brown- 
ing, CCH Dec. 5152, 16 BTA 485 (1929). 
However, recent decisions refuse to follow 
either G. C. M. 24849, I. T. 3935 or I. T. 
4003. These decisions hold that a taxpayer 
may realize capital gain where he carves out 
and sells an oil payment from a larger inter- 
est (Caldwell v. Campbell, 55-1 ustc § 9148, 
218 F. (2d) 567 (CA+5) (oil payment carved 
from working interest); John David Hawn, 
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CCH Des. 20,725, 23 TC 516 (small vil pay- 
ment caived from large oil payment)), and 
that a taxpayer who makes a gift of an oil 
payment to a charity is entitled to a charitable 
deduction for the value of the gift, even though 
he does not report the amount of the oil pay- 
ment as income (Lester A. Nordan, CCH Dec. 
20, 535, 22 TC 1132). If the courts follow 
these decisions it will be easy for an opera- 
tor or royalty owner to convert much of his 
income from the extraction of oil and gas 
into capital gain, or to take a charitable deduc- 
tion for a gift of income on which he never 
pays an income tax. Also see Walter A. 


Henshaw, CCH Dec. 20,635, 23 TC 176, 
where a taxpayer was held to realize capital 
gain on monetary damages that he received 
for injury to his oil in place. 


Royalty, oil payment or net-profits iter- 
est transferred for services.—Sometimes, the 
owner of a working interest will carve 
therefrom and assign a royalty or oil pay- 
ment to a geologist, attorney or other em- 
ployee or agent, in exchange for services in 
connection with the acquisition, exploration 
or development of the specific working in- 
terest from which the royalty or oil payment 
is carved, or to a driller in return for the 
drilling of a well on the property. 


Where the geologist or driller is a joint 
venturer or partner in the development of 
the property, as where A contributes his 
money, and B, a geologist or driller, con- 
tributes his services, to the development of 
property, the parties will be partners. As a 
partner, B will not realize income until oil 
is produced. See Rev. Rul. 54-84, 1954-1 
CB 284. But it does not necessarily follow 
that the same rule applies where A and B 
are not partners. 


lf an operator carves a royalty or oil pay- 
ment from his working interest and assigns 
it to a driller in return for the drilling of a 
well on the property, the Service has taken 
the position that neither the operator nor 
the driller realizes income on the assign- 
ment. The driller’s basis in the royalty or 
oil payment will be his drilling costs, and 
his income on the royalty or oil payment 
will be ordinary depletable income. The 
operator may not deduct any of the drill- 
ing costs, but he may exclude the pay- 
nients on the royalty or oil payment from 
his gross income. The driller is con- 
sidered to have made an investment of his 
drilling costs toward exploration and devel- 
opment of the property in return for an 
agreed share of the production. (G. C. M. 
22730, 1941-1 CB 241; pages 221-222: G. C. M. 


12332, 1941-1 CB 228; Commissioner v. Ed- 
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wards Drilling Company, 38-1 ustc § 9211, 95 
F. (2d) 719 (CCA-5) ; Commissioner v. Row- 
an Drilling Company, 42-2 ustc { 9628, 130 F. 
(2d) 62 (CCA-5).) However, if the opera- 
tor assigns a royalty or oil payment to the 
driller in payment of an account stated, or 
in return for the drilling of a well on other 
property, the operator will be taxed as if he 
sold the royalty or oil payment for cash and 
paid the driller with the cash, and the driller 
will realize ordinary income at the time of 
the assignment, measured by the then value 
of the royalty or oil payment. 


The consequence of the assignment of a 
royalty or oil payment to a geologist or 
other person in return for services rendered 
in connection with the development of a 
lease may be similar to the consequences of 
an assignment to a driller, but there is little 
definite authority on this point. It is plain 
that the fair market value of the royalty or 
oil payment will be taxed as ordinary in- 
come to the recipient where it is paid in 
settlement of an account stated, or where it 
is paid for services unrelated to the develop- 
ment of the property from which it is carved. 
(See W. L. Walls, CCH Dec. 6672, 21 BTA 
14:7, aff'd, 1932 CCH { 9400, 60 F. (2d) 347 
(CCA-10) (interest transferred to attorney 
for services); Massey v. Commissioner, 44-2 
ustc § 9384, 143 F. (2d) 429 (CCA-5) (in- 
terest transferred to attorney for services); 
Leland J. Allen, CCH Dec. 14,873, 5 TC 1232 
(1945).) Some persons believe that the as- 
signment of a royalty or oil payment for 
services rendered in connection with the de- 
velopment of an oil and gas property should 
be treated as a nontaxable event, but others 
believe that the fair market value of a roy- 
alty or oil payment received in compensation 
for services or for work in drilling a well 
should be taxed as ordinary income to the 
recipient in the year of receipt (see Regula- 
tions 118, Section 39.22(a)(3); Boudreau, 
CCH Dec. 12,123, 45 BTA 390, aff'd, 43-1 
ustc § 9327, 134 F. (2d) 360 (CCA-5); 
John Vacarro, CCH Dec. 13,516(M), 2 TCM 
820 (1943); also see the comments of Mr. 
Delbert Williams and Mr. Dale Flagg of the 
Internal Revenue Service, Proceedings of 
New York University Twelfth Annual Insti- 
tute on Federal Taxation, pages 433, 453-455). 
If such an assignment is not taxable, the 
person who renders services may in effect 
take percentage depletion on his compensa- 
tion or convert such compensation into capi- 
tal gain by selling the oil payment or royalty. 
Of course, if a geologist or other person is 
taxed on the fair market value of a royalty 
or oil payment received in return for serv- 
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ices, his basis in the royalty or oil payment 
for cost depletion will be such fair market 
value. 

The assignment of a net-profits interest 
for services should probably be treated in 
the same manner as an assignment of a 
royalty or oil payment. 


Summary 


It may be helpful to consider the rules 
of oil and gas taxation from the point of 
view of an investor in an ordinary oil and 
gas working interest. Although no generali- 
zation can apply to every investor, or every 
lease, the following apply in most cases: 


(1) Investors who drill for oil and gas 
should ordinarily operate as co-owners or 
partners, rather than in corporate form. If 
they operate as co-owners or partners, they 
may deduct intangible drilling expenses and 
abandonment losses from their income from 
other sources, obtain the maximum benefit 
from the depletion deduction, and avoid the 
corporate tax. 

(a) The investors must decide whether to 
hold their interests in partnership form or 
to operate as co-owners under a joint operat- 
ing agreement and file a qualified partner- 
ship return. Where all the investors make 
capital contributions and share income and 
losses in exact proportion thereto, they can 
operate as co-owners. But if they do not 
share profits and losses in proportion to 
capital contributions, as where some per- 
sons contribute services and others con- 
tribute money, they must be treated taxwise 
as a regular partnership. Also, where 
the investors want to limit their liability 
they will form a regular limited partner- 
ship, rather than operate as co-owners. 


(b) The investors must be careful not to 
create an organization taxable as a corpora- 
tion. If they operate as co-owners under 
a joint operating agreement, they should 
meet the conditions of I. T. 3930, 1948-2 
CB 126; ordinarily each co-owner should 
reserve the right to take his share of the 
oil in kind. Where they operate as an 
ordinary limited partnership they should 
not provide for centralization of manage- 
ment among the general partners and should 
not provide for continuation of the partner- 
ship beyond the death or withdrawal of a 
general partner. An advance ruling ordi- 
narily should be sought from the Service on 
the status of the venture. 

[After the following page was printed, 
it was discovered that in paragraph 3(a}, 
$40,000 should read $55,000 and $20,000, 
$25,000.—Editor | 
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(2) The investors should assure them- 
selves the maximum deduction for their 
intangible drilling expenses: 


(a) Where they acquire an interest in a 
working interest they should either (i) ac- 
quire the whole working interest or (ii) 
obligate themselves only to pay that part 
of the intangible drilling expenses that their 
share of the working interest bears to the 
total. 


(b) If they transfer an interest in the oil 
and gas to another person in return for 
services Or management, and they do not 
want to form a partnership with such per- 
son, they should give such person a royalty, 
oil payment, or net-profits interest, rather 
than a part of the working interest. The 
investors would be better off if they gave 
such person a net-profits interest, for then 
he would not receive anything until the in- 
vestors recover their expenses; also, it is 
presently arguable that the investors will 
not have to exclude payments on a net- 
profits interest from their gross income in 
computing percentage depletion, whereas 
they would have to exclude payments on 
a royalty or oil payment. 


(3) The investors should obtain the maxi- 
mum benefit of the depletion deduction. 


(a) The investors should try to avoid the 
situation where the maximum depletion de- 
duction of 27% per cent of gross income 
will be limited by the 50 per cent of net 
income limitation. For example, if it ap- 
“pears during a year that the venture will 
have a gross income of $100,000 and ex- 
penses of $70,000, the investors should try 
to realize an additional $40,000 of income 
or postpone $20,000 of deduction, so that 
they will obtain the full depletion deduction 
of 27% per cent of gross income. Other- 
wise the deduction will be limited to one 
half of the net profits, which, in this case, 
would be one half of ($100,000 — $70,000) 
$30,000, which is $15,000. They may realize 
additional income by carving an oil pay- 
ment from the working interest and selling 


A Nashville refund seeker, growing impatient at the ee of his check, 


it for cash, or they may postpone deduc- 
tions by postponing drilling to another 
year. See James T. Williams, il, “Anticipating 
Income to Retain the Maximum Percent- 
age Depletion Deduction,” Oi! and Gas Tax 
Quarterly, Volume 1, Number 1. 


(b) Where the investors acquire leases 
they should pay as small a lease bonus as 
possible, for such a bonus must be capitalized 
and provides no income tax benefit where 
the investors claim percentage depletion. 
Moreover, the investors must exclude the 
amount of a bonus that they pay from their 
gross income through pro-rata exclusions 
over the period of the lease in computing 
their deduction for percentage depletion. 
Investors are better off taxwise if they pay 
a smaller cash bonus and a correspondingly 
larger royalty, for the amount of the royalty 
is excluded from their gross income for 
subsequent years for all purposes, whereas 
the amount of the bonus is only excluded 
from income in subsequent years in com- 
puting percentage depletion. They are also 
better off taxwise if the seller reserves an 
oil payment rather than a royalty, for then 
they do not have to exclude the amount of 
the cash payment from their gross income 
in computing percentage depletion through 
pro-rata exclusion over the lease period. 
See Lerner, “Yields of Oil Payments and 
Overrides,” 33 Taxes 421 (June, 1955). 


(4) When the investors dispose of in- 
terests in their properties, they should try 
to realize capital gain. 

(a) Where they sell the property, either 
they should sell it all for cash in one sale 
or they should sell it for smaller ammount of 
cash and reserve an oil payment. 
latter event they may subsequently sell the oil ' 


payment for cash in a separate transaction. 


(b) If the recent decisions on the sales | 
of oil payments are affirmed, the investors - 
should consider realizing capital gain by. 
carving oil payments out of their working, re 


interests and selling such oil payments for cask: 


[The End¥ 


sent a complaining note to the district office in an 


attempt to expedite action. In it he listed his blood type, riligion, 


political affiliation, height, weight, color of eyes and hair, 

date and place of birth, names of his ancestors, 

his choice of cigarettes and beer, and the serial number of the pistol 
he owned. He even included a description of some of his 


distinctive personal habits. 
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Considerations 


in Business Lease 


The tax ‘‘gimmick"’ in connection with lease arrangements of personal 
property, industrial machinery and the like brought them great popularity. 
Then came three Revenue Rulings (55-540, 55-541 and 55-542) 

telling the tax collector's view of such devices—and their 

popularity began to fade. Lease arrangements were slightly oversold, 


but still they are not without merit. 
Mr. Kirby presented this paper at the 


Eighth Annual Federal Tax Conference of the University of Chicago Law School, 
which was held October 26, 27 and 28, 1955. 


HE POPULARITY of the “lease” ar- 

rangement in the acquisition of industrial 
equipment has reached such heights as to 
warrant, in the judgment of the Internal 
Revenue Service, a set of detailed rulings’ 
designed to furnish guides to the taxpayer 
and the tax practitioner for the determina- 
tion of the income tax treatment of several 
types of such agreements. Their present 
appeal to the tax-conscious taxpayer re- 
minds one very much of the situation of the 
sale and lease-back which was so much in 
vogue almost a decade ago.” Indeed, the 
lease arrangement in the case of industrial 
equipment would appear to be but a specific 
application of the rules and principles which 
are found in the second step of the sale and 
lease-back transaction. 


From the number of alluring advertise- 
ments by leasing brokers in the trade papers 
during the course of the last year, one would 
gather that the leasing device was the an- 
swer to all the problems of financing plant 
expansion and modernization. At the pres- 
ent time there must be a considerable num- 
ber of firms which are wholly engaged in 
the business of industrial lease brokerage, 
that is, in the occupation of bringing the 
lessor and lessee together and of developing 


the financial details and the contractual 
arrangements necessary to effectuate the 
leasing transactions. While there is no 
doubt that such firms are serving a useful 
function in aiding the financing of industry 
and that leasing transactions have an ap- 
propriate contribution to make to the busi- 
ness world by offering sources of additional 
capital at a time when all available capital 
is so vitally needed, yet, as is typical of new 
methods, there is the danger of overselling 
the device “as a panacea for corporate ills.” 
Business leases, like the related sales and 
lease-backs, “will not produce two blades 
of grass where one has grown before;”* 
they, like the ingenious souls who developed 
them, have their defects, their human frail- 
ties. And those lease arrangements which 
seem to have the greatest advantages have 
at the same time the most serious defects. 
In an oversimplification of the subject, one 
might say that the leasing mechanism is an 
attempt to do two inconsistent things at the 
same time; someone has expressed it as 
“having your cake and eating it too.” Actu- 
ally, it is an attempt to have the economic 
advantages of ownership and the financial 
and tax benefits of renting. The dangers 
become serious when the attempt to achieve 





? Rev. Ruls, 55-540, 55-541 and 55-542, 1955 
IRB 35. 


2? William L. Cary, ‘Corporate Financing 
Through the Sale and Lease-Back of Property: 
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Business, Tax and Policy Considerations,"’ 62 
Harvard Law Review 1 (1948). 
® Work cited at footnote 2. 
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these inconsistent objectives is unrestrained, 
or, more bluntly, when the lessee becomes 
overly eager to have the full advantages of 
both. 


Advantages of Business Leases 

There are several nontax advantages 
which are claimed for business lease ar- 
rangements,* but all of them simmer down 
to one basic advantage, the conservation of 
working capital. In the first place, new 
machinery or equipment may be acquired 
for use in the business without the invest- 
ment of capital, in other words, without the 
freezing of working funds which may be 
more profitably used elsewhere. The cost 
of the leased property is taken out of gross 
income as it is earned without reducing 
working capital. As a second advantage, 
new plant and equipment may be acquired 
without the overloading of the balance 
sheet with indebtedness. The indebtedness 
which would otherwise be necessary to carry 
the new assets does not appear on the bal- 
ance sheet when the assets are “leased.” 
Of course, the assets in such case will not 
appear on the asset side of the balance 
sheet, either. But the reduction of the items 
on the liability side, from the credit point 
of view, far outweighs the loss of the prop- 
erty from the asset side. 

Third, the amount of funds which is avail- 
able through the leasing arrangement seems 
to be larger than the amount which can be 
borrowed. I say “seems,” because logic 
would indicate that financial institutions 
would “lend” just as large sums on the 
general credit of a firm as they would on 
the security of a depreciable piece of ma- 
chinery or an office fixture. However, that 
does not appear to be true; in practice, a 
firm which might have limited credit may 
lease its way into expanded plant and mod- 
ernized facilities. Although an industrial 


4See Frank K. Griesinger, ‘‘Pros and Cons of 
Leasing Equipment,’’ 33 Harvard Business Re- 
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lease broker probably could not place or 
peddle a lease of an unreliable “lessee,” 
undoubtedly the lessee’s credit standing need 
not be as high as it would have to be in the 
case of a straight borrowing transaction. 


The tax advantage claimed for the leas- 
ing arrangement is that the rentals may be 
deducted in full from taxable income when 
paid. Thus, through the arrangement of 
rental payments to meet the business objec- 
tives of the lessee, leases may achieve the 
tax benefits inherent in an unlimited accel- 
erated depreciation provision. In other 
words, through leases with rental payments 
bunched in the early years and with declin- 
ing (or nominal) rentals towards the latter 
part of the useful life of the property, a 
quick write-off of the cost of the equipment 
may be accomplished. Perhaps a closer 
analogy is to depreciation on a free-wheeling 
basis, wholly at the taxpayer’s election, al- 
lowing the cost of property to be written 
off in the years in which the taxpayer finds 
it convenient or advantageous to the busi- 
ness or to his own purposes. In other words, 
the claimed tax advantage is through the 
timing of the deductions. 


The chief trouble with this tax advantage 
is its elusive character. If one wishes to 
guarantee its availability, that is, the deduc- 
tibility of the rental payments, then one 
must give up some of the advantages of 
ownership of the property. However, if 
the lessee wants to nail down the benefits 
of ownership and assured future use of the 
property, then the desired tax objective 
becomes a debatable item with the Internal 
Revenue Service and, at worst, a point to 
be litigated in the courts. It is this delicate 
balancing of tax advantage (the rental de- 
duction) versus the benefits of ownership 
to which this paper is to be directed. 


Tax Status of Business Leases 
Prior to Recent Revenue Rulings 


For the purpose of putting the current 
rulings into their proper setting and of 
measuring their propriety and validity, let 
us examine the tax status of business leases 
prior to the issuance of these administrative 
rulings. In the first place, it should be 
understood that business leases are not a 
new invention or departure. What makes 
them appear to be new is their current popu- 
lar appeal. But the authorities have been 
confronted with the problem of such leasing 





enantio 
view 75-89 (March-April, 1955), for an excellent 
review of the business advantages of leases. 
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arrangements virtually from the beginning.* 


The statutory provision under which the 
rental deduction is claimed has retained its 
essential language since the Revenue Act 
of 1916.° It now appears as Section 162 
(a)(3) of the 1954 Code, granting a deduc- 
tion from net income for “rentals or other 
payments required to be made as a condi- 
tion to the continued use or possession, for 
purposes of the trade or business, of prop- 
erty to which the taxpayer has not taken 
or is not taking title or in which he has 
no equity.” 


This language sets forth two requirements 
for tax deductibility: (1) The payments 
must be made as rents for the use or pos- 
session of property, and (2).the taxpayer 
must not be taking title to the property or 
acquiring an equity in it. 


To a large extent these two requirements 
constitute but a single test, that is, the pay- 
ments must not be made on account of the 
purchase price of the property.’ For the 
purpose of determining whether the pay- 
ments under the agreement in question are 
rents or not, the agreement itself must be 
construed to see if it is a true lease, under 
which the payments would constitute deduc- 
tible rents, or a conditional sale, under 
which the payments would constitute part 
of the purchase price and therefore be 
capitalized for income tax purposes. 


Williston’s authoritative work on sales 
tells us, somewhat cavalierly, that “The 
distinction between an ordinary lease and 
a conditional sale is obvious. A lease con- 
templates only the use of the property for 
a limited time, and the return of it to the 
lessor at the expiration of that time. A 
conditional sale contemplates the ultimate 


5 See departmental ruling, A. R. M. 189, I-2 
CB 68, in which a business ‘“‘lease’’ of an entire 
factory was held to be an outright sale. Also, 
Holeproof Hosiery Company, CCH Dec. 3825, 
11 BTA 547. 

® Sec. 12(a) of the Revenue Act of 1916. 

*It would appear that the second requirement 
goes further and prevents even a partial deduc- 
tion for a payment which may be in part true 
rent and in part purchase price. There would 
seem to be no possibility under the present dual 
conditions for deductibility to allocate part of 
a single payment to rent and part to purchase 
price; if any part of the payment is on account 
of purehase, the whole payment will be denied 
deductibility. See Steve Lodzieski, CCH Dec. 
14,173(M), 3 'TCM 1056. 

® Williston on Sales, Vol. 2, Sec. 336. 

® Hervey v. Rhode Island Locomotive Works, 
93 U. 8, 674. 

*” Truman Bowen, CCH Dec. 16,877, 12 TC 
446; Calcasieu Paper Company, Inc., CCH Dec. 
19,445(M), 12 TCM 74; Jefferson Gas Coal Com- 
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ownership of the property by the buyer, 
together with the use of it in the meantime.” * 


While it is always encouraging to be told 
that the distinction is an “obvious” one, in 
the cases which have come before the courts 
and in the types of lease arrangements con- 
sidered here, the classification is not easy. 
Williston’s distinction between the two types 
of transactions really is based upon the 
intent of the parties. As stated by the 
United States Supreme Court in an early 
nontax case: 


“Courts will always look to the purpose 
to be attained by the contract rather than 
the name given to it by the parties in order 
to determine its real character.” ® 


The ascertainment of the purpose or in- 
tent of the parties at the time they entered 
into the agreement under examination has 
always been the standard procedure adopted 
by the courts for sorting out deductible 
rents from payments on purchase price.” 
While the form of the contract may have 
some significance in the determination of 
the ultimate question as to the character 
of the agreement and the nature of the pay- 
ments made thereunder, it constitutes only 
one™ of a number of factors to be consid- 
ered as evidencing the intent of the parties. 


In recent years, while the Tax Court has 
always given lip service to the intent test,” 
decisions have come down which seem to 
have the effect of giving certain economic 
factors the force of a presumption. The 
Tax Court is alone in this departure; the 
other courts, if one may generalize, have 
applied unconditionally the intent test. 
However, I think that this divergence be- 
tween the Tax Court and the others is more 
of emphasis than of principle. In other 


pany v. Commissioner, 2 ustc { 796, 52 F. (2d) 
120. 
™ And a weak one at that (Steve Lodzieski, 
cited at footnote 7). 

2% The Tax Court, in Judson Mills, 11 TC 25, 
32, CCH Dec. 16,485, stated that ‘‘it matters not 
whether the contract was in the form of a lease 
or a conditional sale, or what was the intention 
of the parties; if, under the terms of the con- 
tracts by which the payments were made, the 
petitioner acquired an equity in the machinery, 
which we so find, the payments would not be 
deductible, due to the limitation prescribed in 
the code.’’ (Italics supplied.) While this state- 
ment seems to show an intentional disregard of 
intent, the decision itself appears to be based 
upon intent of the parties, and later decisions 
of the Tax Court appear to bear this out: H. T. 
Benton, CCH Dec. 17,873(M), 9 TCM 811; Cal- 
casieu Paper Company, Inc., cited at footnote 
10; and Estate of Mary G. Gordon, CCH Dec. 
18,539, 17 TC 427, 
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“Courts will always look to the 
purpose to be attained by the contract 
rather than the name given to it 

by the parties in order to determine 


its real character.'’"—Hervey v. Rhode 
Island Locomotive Works, 93 U. S. 674. 


words, the Tax Court appears to give 
greater emphasis to certain factors bearing 
on the intent of the parties than to others; 
but all the courts, including the Tax Court, 
are searching for the same ultimate answer, 
which is the intent of the parties.” We see 
this most strikingly in Benton v. Commis- 
sioner,“ wherein the Tax Court found, in 
the case of a so-called léase arrangement, 
that the value of the property exceeded 
the option price, and therefore held that the 
‘ taxpayer was acquiring an equity in the 
property. The Tax Court also stated that 
“the evidence on the whole shows that the 
intent of the parties to the so-called rental 
agreement and its primary purpose was the 
acquisition of Yellow Cab by petitioner.” 
However, the circuit court of appeals, in 
reversing the Tax Court, states that the Tax 
Court has “developed an economic rather 
than a legal test” for deciding the question 
as to whether or not rents are involved; 
and it insists upon the unrestricted applica- 
tion of the intent test, with the “economic 
test” of the Tax Court being merely one 
of the factors to be considered. 


Whether the factors themselves may be 
determinative of the issue (as the Tax Court 
may be telling us in its Benton decision), or 
whether they are merely aids in the ascer- 
tainment of the intent of the parties, which 
in turn is determinative of the issue (as the 
circuit court of appeals in its Benton opinion 
holds and as other courts have held), let us 
see what those crucial factors are: 

13 Intent was the test used in Truman Bowen, 
cited at footnote 10, and Breece Veneer Panel 
Company, CCH Dec. 20,589, 22 TC 1386. 

14 52-1 ustrc § 9367, 197 F. (2d) 745 (CA-5), rev'g 
Benton case cited at footnote 12. 

% Helser Machine and Marine Works, Inc., 
CCH Dec. 10,620, 39 BTA 644; Chicago Stoker 
Corporation, CCH Dec. 17,542, 14 TC 441. 

% There are exceptions even to this conclusion. 
See Walburga Vesterreich, CCH Dec. 19,522, 12 
TCM 277, where at the end of a long-term lease, 
the lessee had the option to take title for the 
nominal sum of $10; held a true lease. 

1 Watson v. Commissioner, 3 ustc $ 1001, 62 
F. (2d) 35 (CCA-9); Jefferson Gas Coal Company 
v. Commissioner, cited at footnote 10; Alexander 
W. Smith, Jr., CCH Dec. 6129, 20 BTA 27, 

% The circuit court of appeals in the Watson 
ease referred to the option to purchase at $1 





Business Lease Arrangements 





(1) If, by the terms of the instrument, 
the lessee will acquire title to the property 
at the termination of the lease and upon 
completion of the so-called rental payments 
thereunder, a sale rather than a lease is 
said to exist.” There would certainly seem 
to be little objection to the use of this factor 
as a guide in the area. As a matter of fact, 
a “lease” with such an automatic transfer 
of title to the lessee at the end of the pay- 
ment period would clearly be governed by 
Williston’s “obvious” distinction principle 
previously mentioned. This factor would 
seem to be so cogent that it would, and 
should, outweigh any facts or circumstances 
of a contrary persuasion.” I would include 
in this category also those “lease” agree- 
ments under which the title to the property 
does not pass automatically, as above, but 
at the option of the lessee upon the payment 
of a nominal sum, such as $1 or $10.” 
Whether the title passes automatically or 
upon the exercise of an option at a nominal 
price would certainly be immaterial in any 
examination in which form gives way to 
substance, as it must in this area.” 


(2) The next factor which has been used 
in the process of holding a so-called “lease” 
to be a sale is that the option to purchase, 
which accompanies the lease arrangement, 
is set at a price which is less than the ex- 
pected fair market of the property at the 
time the option may be exercised.” It is to 
be particularly noted that the estimate of 
the value of the property should be made 
“not as of the time for the exercise of the 
option but rather in the light of facts and 
circumstances as they existed at the time 
the parties entered into the contract.” 
While this factor is a significant one, the 
courts have not held it to be compelling; 
the reversal in the Benton case indicates 
that other factors of a “true” lease implica- 
tion inay control. There the appellate court 
as being ‘‘meaningless from a practical point 
of view.”’ 

” Holeproof Hosiery Company, cited at foot- 
note 5; Breece Veneer Panel Company, cited at 
footnote 13; D. M. Haggard, CCH Dec. 21,249, 
24 TC —, No. 125. The Tax Court in H. T. Ben- 
ton, cited at footnote 12, described this factor, 
which was referred to by. the circuit court of 
appeals in reversing the Tax Court as a ‘‘purely 
objective economic test,"’ as follows: 

“If the value of the property here was less 
than the option price, then petitioners acquired 
no equity in the property. The converse of this, 
however, is true,.and if its, value or market 
price exceeded, or materially exceeded the op- 
tion price; then it.would appear that petitioners 
did have an equity therein.” : 

* Benton v. Commissioner ,, 52-1. ustc { 9367, 
197 F. (2d) 745 (CA-5). 
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placed great stress on the fact that the 
parties had no tax motives in mind at the 
time of the negotiation of the contract, and 
that the rent was “reasonable when consid- 
ered strictly as a rental.” Certainly, this 
factor lacks the strength or persuasion 
found in factor (1), all the cases in which 
this factor has been present have also had 
other circumstances which have tended to 
corroborate the sale conclusion. For ex- 
ample, factor (5), below, relating to unrea- 
sonably high rents, was present also in the 
Holeproof Hosiery, Breece Veneer and Hag- 
gard cases. 


(3) Another factor used in arriving at a 
conclusion that the transaction is a sale is 
the presence of a specific provision for the 
application of the rental payments in re- 
duction of the purchase price.” The option 
provision in the Rotorite case™ is a good 
example of this factor; the lessee was given 
an option to purchase the property at any 
time for $135,000, and in the meantime was 
entitled to the use of the property upon the 
payment of certain royalties. These royal- 
ties were to be applied against the option 
price. While these circumstances certainly 
tend to evidence an intention to acquire 
ownership in the property, this factor alone 
is not too strong. Other circumstances 
bearing on the problem may outbalance this 
factor. For example, the Tax Court, in the 
Eaton case,” which involved facts very 
similar to those in the Truman Bowen case, 
held that a “true” lease was involved. Both 
of these cases concerned contracts for the 
rental of construction equipment to the 
United States Government; at the end of 
the term, the government had the option 
to take title to the property upon the pay- 
ment of the difference between the agreed 
value of the equipment at the beginning of 
the term (plus a 1 per cent monthly charge) 
and the rentals paid. The Tax Court in 
the Eaton case held that the amounts paid 
were rents and not payments on purchase 
price, and the same court (divided this 
time *) held that the Bowen contracts were 
in reality sales. This divergence, I would 


add parenthetically, seems explicable, it at 
all, only on the basis of the over-all test 
of intent. The evidence in the Bowen case 
showed that the government had a policy 
supported by a directive to exercise all of 
the purchase options with respect to the 
particular type of equipment subject to the 
contracts; such evidence was not apparent 
in the Eaton case. 

There are further cases in which this 
factor of crediting the rents against pur- 
chase price has been held not controlling 
in view of other evidence of a contrary 
implication. Moreover, it is entirely clear 
that the nonexistence of this factor will not 
assure the deductibility of the payments as 
rent. For example, a provision in the 
“lease” to the effect that the rents paid shall 
not be credited against the option price will 
not necessarily counterbalance other factors 
which indicate an intention to sell.” 


(4) Another factor which has been given 
some weight by the courts in reaching a 
deter-nination that a sale was intended by 
the parties is that all or a part of the “rental” 
payments are designated, or actually con- 
stitute, interest on the unpaid balance of 
the purchase price.” A good example of 
this is the case of the late Senator Taft” 
which he tried pro se before the Board of 
Tax Appeals in 1933. The Senator had 
entered into a “lease” agreement covering 
certain real estate. It provided for a down 
payment of $50,000, the use of the property 
for 15 years at a stated rental, which ex- 
actly equaled 5 per cent of the purchase 
price under an option which was exercisable 
at any time during the period of the lease. 
The fact that the rents equaled, or covered 
in part, interest on the purchase price which 
was not yet due was held in the Taft case 
to be a significant factor in proving that 
the “lessee’s” purpose was to purchase the 
property. While no one can appropriately 
deny its weight, for it is definitely indicative 
of a sale, there are cases which have found 
this factor not to be controlling.” Further- 
more, none of the cases which give weight 
to this one factor has held it to be con- 





2 Louis BH. Whitham, CCH Dec. 18,199(M), 10 
TCM 250; W. H. Hughes, CCH Dec. 19,133(M), 
11 TCM 797; Goldfields of America, CCH Dec. 
11,772, 44 BTA 200; William A. McWaters, CCH 
Dec. 17,736(M), 9 TCM 507; Steve Lodzieski, 
cited at footnote 7; and Truman Bowen, cited 
at footnote 10. 

2 Rotorite Corporation v. Commissioner, 41-1 
ustc § 916@, 117 F. (2d) 245. 

2 Estate of Clarence B, Eaton, CCH Dec. 
16,392, 10 TC 869. 

* Seven judges dissenting. 
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% Calcasieu Paper Company, Inc., cited at 
footnote 10; Gilken Corporation v. Commis- 
sioner, 49-2 ustc { 9342, 176 F. (2d) 141 (CA-6); 
Estate of Mary G. Gordon v. Commissioner, 53-1 
uste § 9149, 201 F. (2d) 171 (CA-6). 

*% Marvin Berry, CCH Dec. 18,882(M), 11 
TCM 301. 

27 Robert A. Taft, CCH Dec. 7944, 27 BTA 808; 
W. H. Hughes, cited at footnote 21; Judson 
Mills, cited at footnote 12. 

% Robert A. Taft, cited at footnote 27. 

»” Estate of Mary G. Gordon v. Commissioner, 
cited at footnote 25. 
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trolling aione without the aid and comfort 
of other evidence of a like import. In con- 
nection with this interest factor, attention 
should be directed to the fact that in those 
cases which have resulted in defeat for the 
“lessee” taxpayer, an interest deduction is 
allowed for the element which brought about 
the untoward consequence.” 


(5) The final factor which has _ been 
deemed important and has been frequently 
referred to in cases in which the transac- 
tion has been held to be one of sale, is the 
fact that the “lease” provides for what ap- 
pears to be unreasonably high rents for the 
term of the lease.“ Or, to express the factor 
in another way, if the rents are large enough 
to exceed current depreciation and the value 
of the use of the property during the rental 
period, then the “lessee” is assumed to be 
acquiring an equity in the property.” In 
the Holeproof Hosiery case, while the Board 
of Tax Appeals indicated that it did not 
know what rental the knitting machines 
would bring on the open market, the opinion 
goes on to state that based on the reritals 
to be paid under the leases “it is inconceiv- 
able” that the taxpayer was not acquiring 
something in addition to the mere current 
use of the machines.” As in the Holeproof 
case, it appears all too frequently that no 
evidence whatsoever is offered by either 
side as to the amount of rents which would 
be charged on the open market without any 
option or recapture provisions; and the lack 
of this evidence may be used against the 
taxpayer.“ Furthermore, without the evi- 
dence of what reasonable rents would he, 
the Tax Court has compared the aggregaic 
rents to be paid under the “lease” over a 
short period with the purchase price under 
the option; finding the rents to be dispro- 
portionate to purchase price, the court held 
the transaction to be in the nature of a 
sale.“ The converse of this factor may be 
used to help the lessee-taxpayer to prove 
his deduction. For example, the Circuit 
Court of Appeals for the Fifth Circuit, in 
reversing the Tax Court in the Benton case, 
stated as one of its grounds the fact that 
the rental provided under the “lease” ar- 
rangement was reasonable under the cir- 
cumstances; this fact apparently was neglected 
in the Tax Court considerations or was 





*® Judson Mills, cited at footnote 12. 

*“ Watson v. Commissioner, cited at footnote 
17; Truman Bowen, cited at footnote 10; Hole- 
prc.f Hosiery Company, cited at footnote 5; 
William A. McWaters, cited at footnote 21; 
8. P. McCall, CCH Dec, 20,325(M), 13 TCM 446; 
and Breece Veneer Panel Company, cited at 
footnote 13. 
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outweighed by other factors which led that 
court to hold against the taxpayer. 


Revenue Rulings 


Now, with the foregoing case law in mind, 
fet us see what the Internal Revenue Serv- 
ice may be ach’eving in its three new rulings 
(55-540, 55-541 and 55-542, August 29, 1955). 
In the first place, it is obvious that the case 
law is confused and conflicting: Perhaps 
that is inherent in a legal test based on 
something so illusory and intangible as 
intent. Recently the Tax Court tried to 
ease this problem. In the Chicago Stoker 
case,” the Tax Court discussed the problem, 
as follows: 


“Cases like this [a ‘lease’ arrangement], 
where payments at the time they are made 
have dual potentialities, i.e, they may turn 
out to be payments of purchase price or rent 
for the use of property, have always been 
difficult to catalogue for income tax pur- 
poses. A fixed rule for guidance of taxpay- 
ers and the Commissioner is highly desirable, 
and it is also desirable that the rule, what- 
ever it is, be as fair as possible, both to the 
taxpayer and the tax collector.” 


With a pause for an “amen” to those ob- 
viously meritorious comments, the Tax 
Court continued with its statement of factor 
(5), above, which has since been described 
as the economic test,” in contradistinction 
to the intent test. This attempt at clarifica- 
tion has so far merely muddied the waters 
by adding another element to be analyzed. 


And now the Internal Revenue Service, 
which is certainly the right party to do the 
job (unless it be the Congress itself, by 
legislation), undertakes to clarify the area 
by stating its own position “regarding the 
income tax aspects of the purported leasing 
of equipment for use in the trade or business 
of the lessee.” In a detailed ruling (Rev. 
Rul. 55-540), the Service sets forth the gen- 
eral guides and principles to be used in 
determining the tax treatment to be ac- 
corded to the various types of leasing ar- 
rangements, while the other two concurrent 
rulings illustrate the application of those 
guiding principles to two specific situations. 
The general ruling follows the basic prin- 





® Chicago Stoker Corporation, cited at foot- 
note 15; Louis EH. Whitham, cited at footnote 21. 

*% Holeproof Hosiery Company, cited at foot- 
note 5. 

% William A. McWaters, cited at footnote 21. 

% DPD. M, Haggard, cited at footnote 19. 

* Cited at footnote 15. 

* Benton v. Commissioner, cited at footnote 20. 
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ciples laid down in the cases very carefully. 
It states, for example, that the rental de- 
duction under Section 162(a)(3) depends 
upon whether the lessee acquired, or will 
acquire, title to or an equity in the leased 
property.” In determining that question, it 
is necessary to ascertain whether the in- 
strument is in reality a lease or a condi- 
tional sale contract. Then, there follows 
a clear expression of the intent test: 


“Whether an agreement, which is in form 
a lease, is in substance a conditional sales 
contract depends upon .the intent of the 
parties as evidenced by the provisions of 
the agreement, read in the light of the 
facts and circumstances existing at the time 
the agreement was executed. In ascertain- 
ing such intent no single test, or any special 
combination of tests is absolutely deter- 
minative. No general rule, applicable to 
all cases, can be laid down. Each case must 
be decided in the light of its particular 
facts.” 

All of this is eminently correct under the 
cases discussed above. However, after that 
emphasis upon the necessity to examine each 
case in its own surroundings and upon the 
lack of general applicability of any one test, 
the ruling opens a recital of factors or 
conditions with this statement: 


“However, from the decisions cited below 
it would appear that in the absence of com- 
pelling persuasive factors of contrary im- 
plication an intent warranting treatment of 
a transaction for tax purposes as a purchase 
and sale rather than a lease or rental agree- 
ment may in general be said to exist if, for 
example, one or more of the following con- 
ditions are present ” 


Then there follows a list of conditions 
or factors roughly comparable to those five 
which we have previously discussed, with 
citations of a few cases in which such con- 
ditions are found. The Service lists one 
factor which is not included in our discus- 
sion of the cases: 


“(c) The total amount which the lessee 
is required to pay for a relatively short 
period of use constitutes an inordinately 
large proportion of the total sum required 
to be paid to secure the title. See Truman 
Bowen v. Commissioner, supra.” 


While there would seem no particular 
objection to adding this factor to the list, 
I did not include it in my list above for 


% Rev, Rul. 55-540, Sec, 3.02. 
® Rev. Rul. 55-540, Sec. 4.01. 
# Rev. Rul. 55-540, Sec. 4.01(a). 
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In recent years, while the Tax Court 
has given lip service to the intent 

test, decisions have come down which 
seem to have the effect of giving 
certain economic factors the force of 
a presumption, Mr. Kirby states. 


the reason that the factor is fully covered 
by two others on the list, one, the crediting 
of rentals to purchase price,” and the other, 
the unreasonably large rentals.“ Moreover, 
the factor appears in two Tax Court cases, 
one the Bowen case cited by the Service in 
its ruling, and the other, the Eaton case 
which arrived at a determination of a true 
lease. Accordingly, this factor (c) adds 
little, if anything, to our guiding principles. 

Except for the addition of this factor, 
which I find to be unnecessary but unob- 
jectionable, the list of factors—or conditions, 
as the ruling calls them—is a proper and 
accurate one. Each of the factors has its 
origin in one or more of the court cases, 
and is clearly relevant to the ascertainment 
of the intent of the parties in entering into 
the leasing arrangement. 


What I do find to be disturbing about 
the list is that undue weighting is given 
to most of the items. At the outset, the 
introductory clause points out that the 
presence of one or more of the conditions 
will convert the transaction into a condi- 
tional sale, unless “compelling persuasive 
factors of contrary implication” are shown. 
There is no indication in the ruling to sug- 
gest that some of the conditions are more 
significant than others, although surely the 
Service must realize that to be so. For 
instance, one of the strongest factors I 
know in this type of case, in which the 
“rental” payments have dual potentialities, 
is the fact that “the lessee will acquire title 
upon the payment of a stated amount of 
‘rentals’ which under the contract he is re- 
quired to make.” * This corresponds to the 
first factor which I have listed, the auto- 
matic passage of title or the option to pur- 
chase at a nominal sum at the end of the 
term of the lease. It would be an under- 
statement to speak of this factor as a “com- 
pelling persuasive factor;” I could find only 
one case in which the court found the trans- 
action to be a true lease in spite of the 
existence of this condition,“ and I would 
consider that case a “sport.” Yet, this 


“ Rev. Rul. 55-540, Sec. 4.01(d). 
“ Rev. Rul. 55-540, Sec. 4.01(b). 
® Walburva Vesterreich, cited at footnote 16. 
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factor is listed among the other factors 
without any differentiation being made on 
the basis of its great probative force. 


The next factor, if we rank them in ac- 
cordance with their importance, is the fifth, 
(e) in the rulitg list, corresponding to my 
second factor, wherein the option price is a 
relatively small amount in comparison with 
the value of the property. While I would 
rank this factor second, nevertheless the 
courts have found it necessary to have 
corroborating factors before reaching the 
conclusion that a sale is intended.“ How- 
ever, the Service fails to call attention to 
the fact that this factor has rarely, if ever, 
been the sole determinant in a case; but 
it does cite the Benton case as holding the 
transaction there to be a lease in spite of 
the presence of this adverse factor. 


The factor which I have ranked third in 
significance appears first (as (a)) in the 
revenue ruling; this is the situation where 
portions of the rental payments are made 
specifically applicable to the purchase price 
or the acquisition of an equity in the prop- 
erty. Here, again, this is a significant factor 
but not a compelling one; and other factors 
contributing toward the same conclusion 
have always been present in the cases in 
which a sales transaction was found. . The 
ruling cites in support of this factor. the 
Truman Bowen case; it is particularly ap- 
parent in this case that other factors are 
present, such as the ratio of the option 
price to the value of the property, the fact 
that the rental was unreasonably high for 
the period involved, and, also, the fact that 
there was evidence that the government 
(the lessee) desired to purchase that type 
of equipment. In other words, it very 
clearly appears that the factor in the Bowen 
case was not a controlling one. 


The ruling’s sixth and last factor I would 
rank fourth, although down at this end of 
the scale relative weighting is very difficult 
and certainly would vary greatly from 
case to case. This factor is the circum- 
stance that some portion of the periodic 
payment is specifically designated as interest 
or recognizable as the equivalent of interest. 
As is the case in all but the factor listed as 
(b) in the ruling, we find that this factor 
is compelling only when it is found in con- 
junction with other factors of a like im- 
plication. It is not one which can appear 
alone and be controlling. 

Finally, I rank as last the factor listed 
in the ruling as fourth; this is the situation 





“ See discussion of factor (2), above. 


Business Lease Arrangements 


where the rentals materially exceed the 
current fair rental value of the property. 
This factor I would put last not because 
it is unimportant as a guide to intent, for 
the payment of unreasonably high rent may 
very frequently indicate that something 
other than the ‘current use of the property 
is being acquired. But I put it last because 
it is a difficult factor to evaluate when it 
is present, and frequently enough no evi- 
dence at all appears on the point. Further- 
more, when the factor exists, it seems to be 
used merely as further or corroborative 
evidence of an intent which has already 
been ascertained. 


Now, looking at the factors listed we see 
that almost invariably it takes more than 
one factor to control; the only factor which 
can probably stand alone is the second 
factor, (b), providing for the automatic pas- 
sage of title upon completion of the rental 
payments. Yet, the ruling fails to indicate 
this, and actually gives a different implica- 
tion by stating that “one or more” of the 
factors may be controlling. Furthermore, 
it infers that if “one or more” of such 
factors are present it takes “compelling per- 
suasive factors” on the other side to pre- 
vent the conclusion that a sale is involved. 
Certainly, the court cases do not bear this 
out, with respect to any of the factors other 
than factor (b). Rather, I would suppose 
that the process of determination is one of 
weighing all the factors bearing on both 
sides to see which implication is the more 
likely. 


Following the list of factors, the ruling 
includes this highly significant statement: 


“The fact that the agreement makes no 
provision for the transfer of title or specific- 
ally precludes the transfer of title does not, 
of itself, prevent the contract from being 
held to be a sale of an equitable interest in 
the property.” 


In other words, this seems to be saying 
that the full retention of title by the lessor 
will not be a “compelling persuasive factor 
of contrary implication” if any one or more 
of the listed factors are present. This 
definitely is going beyond all of the court 
cases, and no authority is cited (or ap- 
parently can be cited) for the statement. I 
would suppose that the logic of it is that if 
the leasing arrangement is roughly coex- 
tensive with the life of the property, the 
title to the property has little significance. 
For example, if the lease may continue for 
the life of the property, the ownership of 
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the property thereafter has no practical im- 
portance. However, I can discover no case 
which supports this theory; and further- 
more, all of the cases which have treated 
the transaction as one of sale have had 
present a transfer of title to the “lessee” or 
an option to purchase, 


In amplification of this point, the ruling 
states: 


“lf the sum of the specified ‘rentals’ over 
a relatively short part of the expected use- 
ful life of the equipment approximates the 
price at which the equipment could have 
been acquired by purchase at the time of 
entering into the agreement, plus interest 
and/or carrying charges on such amount, 
and the lessee may continue to use the 
equipment for an additional period or periods 
approximating its remaining estimated use- 
ful life for relatively nominal or token pay- 
ments, it may be assumed that the parties 
have entered into a sale contract, even 
though a passage of title is not expressly 
provided in the agreement.” “ 


The ruling then holds that under the ap- 
plication of this principle, one of the more 
popular types of lease agreements will be 
treated as a conditional sales contract. These 
agreements provide for the payment of rent 
for a relatively short original term; with an 
option or options to renew for the balance 
of the useful life of the property; the rent 
for the origina’ term approximates the 
normal purchase price of the equipment 
(plus interest), and the rent for the re- 
newal period is by comparison insignificant. 
The ruling then adds that whether there is 
an option to acquire legal title is immaterial 
to the holding; also, the fact that the manu- 
facturer of the “leased” equipment may 
assign the lease contract to a finance com- 
pany will not affect the nature of the trans- 
action. It is believed that many, many 
purported lease arrangements will fal! into 
this unwelcome category, for up to the 
issuance of these rulings there has been 
no clear indication that such contracts might 
be so construed. Apparently, the business 
community has operated on the general 
understanding that the retention of title by 
the lessor would assure the transaction of 
lease treatment.“ However, certain writers 
in the field have indicated that the renewal 
terms for the remaining useful life of the 
property at relatively small rentals could be 
classified as dangerous recapture provisions 
even though title was not to pass.” If these 


renewal terms may properly be classified 
as recapture provisions, the ruling may be 
correct in treating such leases as sales. 
Ordinarily, recapture provisions refer to the 
provisions which automatically operate to 
transfer title to the “lessee’@or which give 
him an option to purchase. Whether the 
renewal clauses tend to give the “lessee” 
sufficient of the benefits of ownership and 
title in the property to bring them within 
the classification of recapture provisions is 
debatable; as previously indicated, there 
may be logic in it, but the court cases do 
not go that far. 


By way of further illustration of the ap- 
plication of the foregoing principles to this 
type of agreement, Rev. Rul. 55-541 was 
issued. Here, we have a typical example 
of a normal leasing arrangement. A lease 
broker solicits from a prospective customer 
an order for certain office equipment manu- 
factured by N Company with a list price of 
$100X. The customer and N Company 
then enter into a lease agreement which 
provides that the equipment will be fur- 
nished to the customer for a period of three 
years at $116X rent payable monthly, with 
an option to renew for ten years in one-year 
renewals at $1X per year. Upon expira- 
tion of the term, the equipment is to be 
returned to N Company. It appears that 
the expected life of the property is ten to 
15 years. The ruling first points out that 
under the agreement the customer “has 
gained possession and will have use of the 
equipment for substantially its entire useful 
life, even though it may never acquire legal 
title to such property.” Then attention is 
called to the fact that under the lease, the 
lessee must pay over 90 per cent of the total 
payments for the use of the property within 
the first quarter of its useful life. Finally, 
the ruling concludes that the agreement 
will transfer equitable ownership to the 
customer since it will enjoy all of the bene- 
fits of ownership for substantially the entire 
useful life of the property; accordingly, the 
transaction is a sale and the customer must 
capitalize, rather than deduct, the payments 
made, and the manufacturer must treat as 
sales proceeds the amounts allocable to the 
sales price. The determination here ap- 
parently is arrived at on the basis of two 
of the factors listed in the basic ruling, 
factor (d) relating to the payment of un- 
reasonably high current rental, and possibly 
factor (c) providing for the payment within 





* Rev. Rul. 55-540, Sec. 4.06. 
“See work cited at footnote 4. 
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* Willard J. Lassers, ‘‘Does a Lease-Back Save 
You Money?’’ 32 Taxes 279 (April, 1954); see 
work cited at footnote 2, at pp. 25-26. 
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While Rev. Ruls. 55-540, 55-541 and 
55-542 may slow down the number of 
borderline leases entered into, 

and disturb some past expectations, 
they may have the altogether 
desirable effect of making the 
businessman a lot more cautious 
about these lease arrangements. 


a short period of time an inordinately large 
portion of the total sum required for the 
transfer of title. However,. it should be 
particularly noted that no transfer of title 
is involved in this example, although the 
beneficial use of the property for its ex- 
pected life is transferred, so it could well 
be argued that only factor (d) may be in- 
voked in this example. 


A further type of leasing agreement which 
is currently in vogue is expressly brought 
within the classification of a sale. The guide 
ruling introduces this grouping as follows: 

“In the absence of compelling factors 
indicating a different intent, it will be pre- 
sumed that a conditional sales contract was 
intended if the total of the rental payments 
and any option price payable in addition 
thereto approximates the price at which the 
equipment could have been acquired by 
purchase at the time of entering into the 
agreement, plus interest and/or carrying 
charges.” “ 


This type of agreement differs from. the 
previously described pattern in that an op- 
tion is granted to the lessee. It is further 
elaborated in the ruling, as follows: 

“Agreements providing for a rental over 
a comparatively short period of time in 
relation to the life of the equipment. The 
agreed ‘rental’ payments fully cover the 
normal purchase price plus interest. Title 
usually passes upon the payment of a stated 
amount of ‘rental’ or on termination of the 
agreement upon the payment of an amount 
which when added to the ‘rental’ paid ap- 
proximates the normal purchase price of the 
equipment plus interest.” ” 

Then, by way of further illustration, Rev. 
Rul. 55-542 was issued. The ruling dis- 
cusses a specific example of the foregoing 
type of leasing arrangement with an option. 
Apparently the equipment in question has a 
20-year life, and the lease is for 15 years, 
with an aggregate rental of $150X payable 
in quarterly installments over the 15-year 


* Rev. Rul. 55-540, Sec. 4.05. 
# Rev. Rul. 55-540, Sec. 2.02(c). 
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period but graduated as follows: $60X pay- 
able in the first five years, $52X in the 
next five years, and $38X in the last ‘ive- 
year period. In addition, the lessee has to 
pay 3% per cent interest on the unpaid 
balance of the rent. At the end of the 15- 
year term, title would go to the lessee upon 
payment of the then depreciated value of 
the equipment. The contract was then as- 
signed to a finance company upon the 
payment to the lessor of $150X. It ap- 
peared that the equipment could have been 
acquired by direct purchase under a de- 
ferred-payment plan over a 15-year period 
for $152X plus interest of $40X. 


In arriving at its conclusion that a sale 
is involved, the Service points out in the 
ruling that “82 per cent of the total value 
of the equipment” is paid as rent for a 
period of use of only 75 per cent of its use- 
ful life; and the Service argues, apparently 
from this, that the rentals are substantially 
higher than the fair rental value of the 
property. And “even more significant,” 
says the ruling, “is the requirement that 
[the lessee] pay interest on the ‘rental’ 
balances.” This conclusion, which is partly 
based on the slight disparity between 82 
per cent and 75 per cent, with an assump- 
tion that such rental in the market place 
would be unreasonable, is disturbing. Agree- 
ing that 82 per cent of the total value of the 
equipment may be paid for only 75 per cent 
of its life, such a margin is hardly a sub- 
stantial or significant one. Furthermore, 
the payment of such rentals does not, in 
and of itself, result in any equity in the 
property, because the option price is tied to 
the “then depreciated value of the equip- 
ment,” which is presumably all that the 
equipment would bring on the open market. 
The result is that the slight acceleration 
(seven percentage points) in the rental pay- 
ments over a period of 15 years (which ac- 
celeration, however, gives the “lessee” no 
actual equity in the property insofar as the 
option to purchase at the end of that period 
is concerned) is used as the basis for a 
determination of sale. Yet, the acceleration 
which seems to be the chief vice is mild in 
comparison with the acceleration permissi- 
ble under the depreciation provisions of the 
new Code.” For example, the new depre- 
ciation section permits the taxpayer to write 
off during the first 75 per cent of the life 
of the property over 81 per cent of the basis 
under the declining-balance method, and 93 
per cent under the sum-of-the-digits method. 


® Sec. 167(b)(2) and (3). 
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According to the legislative history of these 
provisions,” the new depreciation treatment 
was supposed to accord with the realities 
and to “conform to sound accounting princi- 
ples.” Therefore, I would question whether 
graduated rental payments which do not 
exceed the authorized depreciation rates 
should be used as “compelling” evidence of 
a sale rather than a lease. If we eliminate 
this factor from the ruling, that leaves only 
the interest factor, which in and of itself 
should not be enough to convert this into 
a sale. 


Both of these special rulings, as stated by 
the Internal Revenue Service, are illustra- 
tions of the priniciples listed in the guiding 
ruling and show that in application to parti- 
cular sets of facts, the principles found in 
court cases may produce results going far 
beyond the cases from which they have 
been abstracted. The courts may well find 
these newer situations and circumstances 
to be compelling just as they found the 
listed factors to be significant in the cases 
from which they were taken; to do so, 
however, the courts will have to be a lot 
more sensitive than they have been in the 
past to the refinements of “value” versus 
“rentals” and to equities based on slight 
margins of payments in excess of “reason- 
able rent.” Correspondingly, the courts 
will have to turn their backs upon the 
significance of legal title. 


However, the revenue rulings have more 
than merely a negative approach. Perhaps 
I should not have emphasized what is “for- 
bidden” in the rulings. I did so, because 
they have, of course, the greatest interest 
for the taxpayers and because they are at 
the same time the most startling in their 
application of familiar principles to new and 
unsettled situations. But the basic ruling 
contains also some affirmative guides, which 
are not new, not startling and not upsetting 
to prior tax planning; yet, despite all that, 
they are comforting when announced by the 
tax-collecting agency. 


In the first place, the ruling concedes™ 
that there may be a number of reasons other 
than taxes for leasing arrangements. By 
way of illustration, the ruling cites the 
following: 


(1) The lessee may need the equipment 
for only a short period. 


5 See Report of the Committee on Ways and 
Means, House Rept. 1337, 83d Cong., 2d Sess., 
pp. 22 and following; Report of Committee on 
Finance, Senate Rept. 1622, 83d Cong., 2d Sess., 
pp. 25 and following. 
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(2) He may desire to experiment with 
processes or products requiring new equip- 
ment. 


(3) He may lack capital or credit. 


(4) He may have other needs for his 
working capital. 


Then, the ruling describes two types of 
agreements which will be held to be indica- 
tive of an intent to lease property. The first 
group is described as follows: 


“Short-term agreements which usually 
concern mobile equipment or relatively 
small articles of equipment. The ‘compen- 
sation for usé’ provisions in these agree- 
ments are usually expressed in terms of an 
hourly, daily, or weekly rental, and the 
rental rates are relatively high in relation 
to the value of the article. There may be 
an option to purchase the equipment at a 
price fixed in advance which will approxi- 
mate the fair market value of the equipment 
at the time of the election to exercise the 
option. In this type of agreement, all costs 
of repairs, maintenance, taxes, insurance, 
etc., are obligations of the lessor.” ® 


It should be noted that this type differs 
from the type covered by Rev. Rul. 55-542, 
in that the term of the lease is shorter, the 
rentals are not scaled downward, no interest 
is paid on any unpaid balance of rent, and 
the costs of upkeep are borne by the lessor. 
Of these, perhaps the relative short term 
is the most significant. 


The second group of agreements which 
the Service finds to be acceptable as true 
leases are as follows: 


“Agreements entered into by taxpayers 
engaged in the business of leasing personal 
property to others either as their principal 
business activity or incidental thereto. Un- 
der the terms of these agreements the 
amounts payable, called rental rates, are 
ordinarily based on normal operations or 
use, plus a surcharge for operations in ex- 
cess of the normal stated usage. In some 
instances the rental is based on units pro- 
duced or mileage operated. Termination of 
the agreement at stated periods is provided 
upon due notice by either party. If the 
agreement includes an option to purchase, 
the option price has no relation to the 
amounts paid as rentals.” ™ 


(Continued on page 69) 


® There should be little doubt, indeed, that 
there are motives other than tax advantages 
which give rise to leasing arrangements. See 
work cited at footnote 4. 

8 Rev. Rul. 55-540, Sec. 2.02(a). 

% Rev. Rul. 55-540, Sec. 2.02(b). 
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The Past and Future «f Deferring Income 
and Reserving for Expenses 


By MICHAEL J. SPORRER, Arthur Andersen & Company, Chicago 


This article discusses the accrual method of accounting leading to such tax 
problems as container deposits, advance royalties, prepaid advertising, deposits 

on orders subject to cancellation, etc. The author also 

analyzes problems in connection wiih accrued expenses—such as employee bonuses, 
commissions contingent upon collection, guarantees, etc.—and 

those much advertised Sections 452 and 462. 

This paper was presented at the University of Chicago Law School Eighth Annual 
Federal Tax Conference on October 28, 1955. 


F Aagerbssi from the beginning of our 
present system of taxation of income, 
provisions were made in the various reve- 
nue acts and the corresponding regulations 
for the determination of net taxable income 
by the use of methods of accounting regu- 
larly employed by taxpayers in keeping 
their books. The Revenue Act of 1916, 
Section 13(d), provided: 


“A corporation ... keeping accounts upon 
any basis other than that of actual receipts 
and disbursements, unless such basis does 
not clearly reflect its income, may, subject 
to regulations made by the Commissioner 
of Internal Revenue, with the approval of 
the Secretary of the Treasury, make its 
return upon the basis upon which its accounts 
are kept, in which case the tax shall be com- 
puted upon its income as so returned. (Italics 
supplied.) 


Since that year, every revenue act and 
set of regulations interpreting it contain 
comparable provisions. Eventually, the 
various acts were codified to become the 
Internal Revenue Code of 1939. 


It is recognized that prior to the adoption 
of the Internal Revenue Code of 1954 the 
various revenue acts and the 1939 Code 
recognized (1) the cash receipts and dis- 
bursements method and (2) the accrual 
method of accounting. The 1954 Code 
added “(3) any other method permitted by 
this chapter; or (4) any combination of the 
foregoing methods permitted under regula- 


Deferring Income 


tions prescribed by the Secretary or his 
delegate.” 


Since the subject matter of this paper is 
not intended to cover taxpayers on a cash 
basis of accounting. my remarks will relate 
only to the accrual method of accounting 
and to the accrual aspects of the two addi- 
tional methods with respect to which, up to 
now, no regulations have been issued. 


Section 41 of the 1939 Code provides that 
net income shall be computed in accord- 
ance with the method of accounting regu- 
larly employed in keeping the books of the 
taxpayer. 


Section 43 states that deductions and 
credits may be taken “for the taxable year 
in which ‘paid or accrued’ or ‘paid or in- 
curred’ dependent upon the method of 
accounting upon the basis of which the net 
income is computed, unless in order to 
clearly reflect the income the deductions 
or credits should be taken as of a different 
period.” 


It will be noted that Section 43 com.dines 
the treatment of deductions and credits. 
This was. not accidental. It was intentional 
for the reason that, unless you have a 
proper matching of income and expenses, 
the resulting figures will not reflect the true 
net income in any accounting period. Ac- 
cordingly, it would be wrong to properly 
account for prepaid income but disregard 
proper accruals of, or reserves for, expenses. 
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Nevertheless. this has been done frequently 
in the past and will continue to be done 
until proper amendments have been made 
to the Code. 


Prepaid Income 


Prepaid income generally consists of the 
receipt of amounts for services or goods 
during a period prior to that in which it 
may unequivocably be regarded as income. 
In accounting for such items on the books 
of a taxpayer, they may be shown among 
the liabilities, because the taxpayer recog- 
nizes that unless he performs the services, 
or delivers the goods for which the amounts 
were received, he will have to repay. In 
reports to stockholders the items may be 
shown as deferred credits on the liability 
side of the balance sheet unless the amounts 
are not material as to size, or they may be 
included among other liabilities. Where a 
taxpayer has consistently followed the prac- 
tice of deferring such receipts and taking 
them up ratably during the period in which 
they are earned, there seems to be no sound 
business or accounting reason for distorting 
the income properly shown by the books by 
requiring an inclusion in a return, and the 
taxation of the entire amount, in the year 
received. Yet there have been many cases 
decided by the courts which have held 
prepaid items to be taxable under what has 
been enunciated as the “claim of right” 
doctrine. This theory, as applied to tax- 
able income, is that when a taxpayer re- 
ceives funds during a taxable year under 
a claim that he has the right to possession 
and use of the funds with no restrictions 
as to their disposition, they are income even 
though the claim subsequently is found to 
be invalid, and the taxpayer is required to 
repay the funds, and even though he is 
required to furnish goods and services in 
the future at his expense (North American 
Oil Consolidated v. Burnet, 3 ustc 943, 
286 U. S. 417; U. S. v. Lewis, 51-1 uste 
7 9211, 340 U. S. 590). 

The courts have also held in the so- 
called “container cases” that amounts re- 
ceived as deposits for containers should 
be treated as income in the year in which 
the product was sold, even though the 
taxpayers were obligated to repay the de- 
posit upon the return of the containers, 
Among tiisse are: 

Cloth sacks.—La Salle Cement Company v. 
Commissioner, 3 ustc J 965, 59 F. (2d) 361; 
Dewey Portland Cement Company v. Crooks, 
57 F. (2d) 499. 
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Glass bottles——Department of Treasury 
[Indiana] v. Fairmount Glass Works, Inc., 
CCH Dec. 1812, 49 N. E. (2d) 1; Beadleston 
& Woers, Inc., CCH Dec. 1812, 5 BTA 165; 
Canada Dry Bottling Company v. Fahs, 53-1 
ustc § 9148, 109 F. Supp. 187. 


Glass bottles and wooden cases.—Goebe! 
Brewing Company v. Brown, Auditor General 
[State of Michigan], et al., 10 N. W. (2d) 
835; Ralph Ferguson, CCH Dec. 18,828(M), 
11 TCM 213. 


Tin boxes.—/ten Biscuit Company, CCH 
Dec. 7487, 25 BTA 880. 


Steel drums.—Buck v. Commissioner, 36-1 
ustc 9258, 83 F. (2d) 627. 


Wooden and steel reels—Okonite Com- 
pany v. Commissioner, 46-1 ustc J 9241, 155 
F. (2d) 248. 

Other cases in which the courts held the 
amounts received in advance were to be 
treated as income currently are as follows: 


Commissions on insurance policies subject 
to reduction on cancellation of policies.— 
Brown v. Helvering, 4 ustc $1223, 291 
U. S. 193. 


Advance royalties —C. H. Mead Coal Com- 
pany, CCH Dec. 8706, 31 BTA 190. 


Prepaid advertising —E. B. Elliott Com- 
pany, CCH Dec. 12,075, 45 BTA 82. 


Coupons obligating taxpayer to deliver 
future services or merchandise. — South 
Tacoma Motor Company, CCH Dec. 13,789, 
3 TC 411, 


Services to be rendered in later periods.— 
Your Health Club, CCH Dec. 14,250, 4 
TC 385. 

Tickets covering future transportation.— 
National Airlines, Inc., CCH Dec. 15,940, 
9 TC 159; Bremerton-Tacoma Stages, Inc. v. 
Squire, 51-1 ustc § 9174, 96 F. Supp. 718; 
East Penn Transportation Company, CCH 
Dec. 16,077(M), 6 TCM 1097. 


Fees and tuitions.—Northern Illinois Col- 
lege of Optometry, CCH Dec. 13,452(M), 2 
TCM 664; Curtis R. and Carol W. Andrews, 
CCH Dec. 20,909, 23 TC —, No. 127 
(March 15, 1955). 

Membership fees.—Automobile Club of 
Michigan, CCH Dec. 19,900, 20 TC 1033. 

Deposits on orders subject to cancella- 
tion and refund.—Morits, CCH Dec. 20,129, 
21 TC 622. 

Advance rentals.—Renwick v. U. S., 37-1 
ustc $9010, 87 F. (2d) 123; Astor Holding 
Company v. Commissioner, 43-1 ustc J 9408, 
135 F. (2d) 47. 
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On the other hand, the courts have al- 
lowed deferment of prepaid income in some 
cases under what has become known as the 
“trust fund” doctrine. Among these and 
related cases are the following: 


Care and maintenance element in pro- 
ceeds from cemetery sales.—Portland Crema- 
tion Association v. Commissioner, 1 ustc 
7 384, 31 F. (2d) 843. 


Contract termination settlements which 
are uncertain in amounts.—Breeze Corpora- 
tion v. U. S., 54-1 ustce $9145, 117 -F. 
Supp. 404. 


Deposits received from tenants and re- 
quired to be held by the landlord as security 
for performance under the lease.—Clinton 
Hotel Realty Corporation v. Commissioner, 
42-2 uste J 9559, 128 F. (2d) 968. 


Deposits on containers reflected on the 
shipper’s books as a liability—Fort Pitt 
Brewing Company v. Commissioner, 54-1 ustc 
7 9229, 210 F. (2d) 6. 


Receipts earmarked and set aside as a 
trust fund for specific purposes, perform- 
ances, rendering of designated services, etc. 
—Seven-Up Compeny, CCH Dec. 17,656, 
14 TC 965. 


Receipts, the use of which is restricted 
by contractor by a regulatory body, or over 
which the recipient has no claim of right.— 
Mutual Telephone Company v. U. S., 53-1 
ustc 9399, 204 F. (2d) 160; Bates Motor 
Transport Lines v. Commissioner, 52-2 ustc 
{ 9564, 200 F. (2d) 20. 


Prepaid subscriptions.—Beacon Publishing 
Company v. Commissioner, 55-1 uste § 9134, 
218 F. (2d) 697 (CA-10); Booth Newspapers, 
I»c., CCH Dec. 18,510, 17 TC 294, aff'd, 
53-1 ustc 7 9150, 201 F. (2d) 55. 


In Beacon Publishing Company v. Commis- 
sioner, decided January 3, 1955, which in- 
volved prepaid newspaper subscriptions, the 
court held for the taxpayer. Since this 
case was decided after the enactment of the 
1954 Code but before Sections 452 and 462 
were repealed, and was specifically cited by 
the Senate Finance Committee in its report 
on H. R. 4725, which repealed those sec- 
tions, a substantial portion of the decision 
is quoted herein. 


The taxpayer was a newspaper and kept 
its books and reported its income on the 
accrual basis. Prior to 1943, it reported 
prepaid subscriptions as income for the 
year in which received. In 1943, the prepaid 
subscriptions were treated as deferred in- 
come. The Commissioner’s disallowance of 
the deferment was sustained by the Tax 
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Court on the ground that the subscriptions 
must be reported as received, which was the 
practice followed by the paper in previous 
years. The Tenth Circuit reversed the Tax 
Court’s decision, because disallowance of 
the deferment had the effect of placing tax- 
payer on a cash basis. Moreover, there 
was no change of accounting method which 
would require the Commissioner’s consent, 
since taxpayer only corrected a past error 
and properly applied the accrual method for 
1943. The court said: 


“In sustaining the Commissioner, the Tax 
Court applied what has become known as 
the ‘claim of right’ doctrine. The Commis- 
sioner says in his brief that the doctrine 
is ‘the legal theory underlying the Tax 
Court’s decision’. This theory, as applied 
to taxable income, is that when a taxpayer 
receives funds during a taxable year under 
a claim that he has the right to possession 
and use of the funds with no restriction as 
to their disposition, it is income even though 
the claim subsequently is found to be in- 
valid, and the taxpayer is required to repay 
the funds. North American Oil Consolidated 
v. Burnet, 286 U. S. 417 . . .; United States 
v. Lewis, 340 U. S. 590 . . .; Healy v. Com- 
missioner, 345 U. S. 278 . . .; Commissioner 
v. Security Flour Mills Co., supra. . . . In 
each of these cases the question presented 
was whether the ownership or claim of 
ownership to the funds was sufficient for 
them to be taxed as income to the person 
receiving them, and there was no issue as to 
when they were returnable for taxation. In 
the so-called ‘claim of right’ cases, the tax- 
payer’s accounting system was of no im- 
portance. If taxable funds are received, 
under the claim of right doctrine they are 
returnable in the year received regardless 
of the method of accounting employed by 
the taxpayer. 


“In the instant case, there is no dispute 
as to the ownership of the funds. Ad- 
mittedly, they belong to the taxpayer with 
no restriction as to disposition. The ques- 
tion is, when shall they be taxed? The tax 
court, as it has in other cases, took the 
literal language from the context of the 
opinions in the foregoing cases and applied 
it to the prepaid income here even though 
there is no dispute as to the ownership of 
the funds. It gave no consideration 
to the fact that the taxpayer accounts for 
its income under the accrual method and 
will not incur the expenses necessary to 
earn the income until following taxable 
years. In other words, the tax court holds 
that advance payments received by a tax- 
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payer, which are subject to income tax, 
must be returned in the year of receipt if 
owned or claimed by the taxpayer, regard- 
less of the method of accounting, which 
has been adopted, or when the funds are 
actually earned. Such application of the 
rule limits the accrual method to that class 
of cases where money has been earned and 
the right to it has been fixed, but the re- 
ceipt is delayed to a subsequent taxable 
period. The application of the doctrine 
would in most cases result in a distortion 
of an accrual taxpayer’s true income. For 
instance, a construction contractor might 
be paid in advance for the. construction of 
a building which would require the follow- 
ing year to complete, with all of the costs 
of construction incurred during the follow- 
ing year. A rancher might sell his next 
year’s calf or lamb crop, and receive pay- 
ment for it in advance, with the entire cost 
of production to be incurred the following 
year. A manufacturer might be paid in 
advance for articles to be made and de- 
livered in a subsequent year. In each of 
these cases, if the tax court’s application of 
the rule is carried to its logical conclusion, 
the prepaid receipts, because the taxpayer 
received them under a claim of right, would 
be taxable during the year in which they 
were received, even though the taxpayer 
kept his books on an accrual basis. The 
right to return income on a completed con- 
tract basis would be destroyed. This would 
produce an incongruous result. It would 
permit the collection of taxes during periods 
not contemplated by the accrual method of 
accounting, and force the taxpayer into a 
cash receipts basis for all prepaid items. 
Such was not the reasoning or the purpose 
of the cases relied upon. Such an applica- 
tion of the rule requires the taxpayer to 
report its prepaid income on a cash basis 
and to accrue its deductions. It creates a 
hybrid bookkeeping system and results in 
a tax return which does not clearly reflect 
income. Commissioner v. South Texas Lum- 
ber Co., 333 U. S. 496, 501 [48-1 
ustc § 5922]. To a large extent, it destroys 
the principle inherent in the accrual method 
of accounting. Plainly, Section 42 con- 
templates that prepaid sums can be returned 
in a year other than when received. It says 
that income shall be included in the taxable 
year received ‘unless, under methods of ac- 
counting permitted under Section 41, any 
such amounts are to be properly accounted 
for as of a different period’. This is not a 
case where the Commissioner has exercised 
his broad discretion to require a taxpayer 
to adopt an accounting method which will 
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clearly reflect income, but is one in which 
he has improperly applied a legal principle.” 


In reaching its decision, the court may 
have been influenced by the fact that Con- 
gress had enacted the 1954 Code which con- 
tained Sections 452 and 462. It states that 
“Congress has taken cognizance of the 
existing situation as to prepaid income and 
has sought to remedy it by statute” and it 
quotes from the report of the Senate Finance 
Committee covering these sections. 


The Internal Revenue Service had indi- 
cated that it would go along with the courts 
in the cases involving prepaid subscriptions, 
provided the cost of obtaining them were 
similarly deferred. However, it has re- 
cently stated (Rev. Rul. 55-137, I. R. B. 
1955-11, 14): 


“Earnings under a claim of right and 
without restriction as to their disposition, 
even thovgh it may be claimed that the 
recipient is not ertitled to retain them, and 
even though the recipient may still be ad- 
judged liable to restore their equivalent, are 
taxable income in the year in which received. 
See North American Oil Consolidated v. 
Burnet, [3 ustc J 943], 286 U. S. 417, Ct. D. 
499, C. B. XI-1, 293 (1932); United States v. 
Lewis, [51-1 ustc $9211], 340 U. S. 590, 
Ct. D. 1738, C. B. 1951-1, 21.” 


Thus, even though the court in the 
Beacon Publishing Company case makes a 
clear distinction between the treatment of 
prepaid income under the accrual method 
of accounting and points out that the original 
“claim of right” cases were concerned 
primarily with the question as to whether 
the prepaid items constituted income, the 
question of when such items were income 
was not the deciding factor, the Internal 
Revenue Service apparently still takes the 
position that all types of prepaid items and 
advances should be treated as taxable in 
the year of receipt. On this basis, there is 
no recognition of the true accrual method 
of accounting for such items, but only a 
cash basis, or possibly a hybrid basis, in 
which cash accounting shall be effective 
with respect to prepaid items but accrual 
accounting with respect to other types of 
income. 


It is suggested that since the tendency 
seems to be to tax everything called income 
as received, a change in the terminology 
might permit proper accounting. If so, it 
might be possible to avoid taxation upon 
receipt of items if called “advances ap- 
plicable to future operations” or simply 
“prepaid items.” 
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Accrued Expenses 


Reference was made above to Section 
13(d) of the Revenue Act of 1916. On 
January 8, 1917, the Commissioner with 
the approval of the Secretary promulgated 
T. D. 24433 which provided, in part, that 
under Section 13(d) it “will be permissible 
for corporations which accrue on their 
books monthly, or at other stated periods, 
amounts sufficient to meet fixed annual or 
other charges, to deduct from their gross 
income the amounts so accrued, provided 
such accruals approximate as nearly as possi- 
ble the actual liabilities for which the accruals 
are made, and provided that in cases where- 
in deductions are made on the accrual basis 
as hereinbefore indicated, income from fixed 
and determinable sources accruing to the 
corporations must be returned, for the pur- 
pose of the tax, on the same basis.” [Italics 
supplied. } 


On January 4, 1926, the United States 
Supreme Court rendered its decision in 
U. S. v. Anderson, et al., and U. S. v. Yale 
& Towne Manufacturing Company, 269 VU. S. 
422, 46 S. Ct. 131. In that case, Yale and 
Towne Manufacturing Company was, in 
1916, engaged in the manufacture of mu- 
nitions. The tax imposed by the United 
States on the profits on munitions manu- 
factured by the taxpayer, and sold during that 
year, became due and was paid in 1917. 
In the year 1916, the taxpayer had set up 
on its books of account all the obligations 
or expenses incurred during the year, fol- 
lowing the accrual method of accounting. 
It entered in an account, “Reserves for 
Taxes,” items of various kinds of taxes 
liability for which was incurred during the 
year, whether paid or not, including the 
munitions taxes in question. In making its 
income tax return for 1917, it deducted 
from its gross income the amount of the 
munitions tax paid. The Commissioner held 
it should have been deducted in 1916, 


The Court quoted Section 13(d) of the 
Revenue Act of 1916 and the portion of the 
T. D. quoted above, and made the follow- 
ing statement with respect to the T. D.: 


“Treasury Decision 2433, to which refer- 
ence has been made, was in harmony with 
this view of section 13(d). It recognized 
the right of the corporation to deduct all 
accruals and reserves, without distinction, 
made on its books to meet liabilities, pro- 
vided the return included income accrued, 
and, as made, reflected true net income. If 
the return failed so to reflect income, the 
regulations reserved the right of the Com- 
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missioner to require the return to be made 
on the basis of receipts and disbursements. 


“The appellee’s true income for the year 
1916 could not have been determined with- 
out deducting from its gross income for the 
year the total cost and expenses attributable 
to the production of that income during the 
year. The reserve for munitions taxes set 
up on its books for 1916 must have been 
deducted from receivables for munitions 
sold in that year before the net results of 
the operations for the year could be ascer- 
tained. The taxpayer being unable to make 
its return on a strict receipts and disburse- 
ments basis, and not having attempted to 
do so, could not have complied with sec- 
tion 13(d) and Treasury Decision 2433 by 
deducting either accruals or interest or 
expenses alone without the other, or with- 
out deducting other reserves made on its 
books to meet liabilities such as munitions 
tax, incurred in the process of creating in- 
come. 


“Only a word need be said with refer- 
ence to the contention that the tax upon 
munitions manufactured and sold in 1916 
did not accrue until 1917. In a technical 
legal sense it may be argued that a tax does 
not accrue until it has been assessed and 
becomes due; but it is also true that in 
advance of the assessment of a tax all the 
events may occur which fix the amount of 
the tax and determine the liability of the 
taxpayer to pay it. In this respect, for 
purposes of accounting and of ascertaining 
true income for a given accounting period, 
the munitions tax here in question did not 
stand on any different footing than other 
accrued expenses appearing on appellee’s 
books. In the economic and bookkeeping 
sense with which the statute and Treasury 
Decision were concerned, the tax had ac- 
crued. It should be noted that section 13(d) 
makes no use of the words ‘accrue’ or 
‘accrual’ but merely provides for a return 
upon the basis upon which the taxpayer’s 
accounts are kept, if it reflects income—- 
which is precisely the return insisted upon 
by the government. We do not think that 
the Treasury Decision contemplated a re- 
turn on any other basis when it used the 
terms ‘accrued’ and ‘accrual’ and provided 
for the deduction by the taxpayer of items 


x” 


‘accrued on their books’. 

Even though the Supreme Court in the 
Anderson case indicated that a liberal atti- 
tude should: be taken in the matching up 
of accrued expenses and reserves with in- 
come, the Treasury Department and the 
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courts gradually imposed greater restric- 
tions upon the deductibility of accrued ex- 
penses and reserves so that in the majority 
of cases the principle seems to have been 
established. that if any uncertainty, however 
slight, existed there could be no accrual 
of an expense for tax purposes until the 
contingency disappeared, and the fact of 
liability became fixed and certain. Where 
all the events which determined the tax- 
payer’s liability bad occurred within the 
taxable year, such expense should be con- 
sidered to have properly accrued for tax 
purposes even though the amount thereof 
was not definitely ascertained during the 
taxable year. 

This conclusion appears to extend the 
statutory provisions beyond what was origi- 
nally intended by Congress. Certainly, tax- 
payers were not expected to apply such a 
rigid test to every business transaction, 
practice or policy. 


The Supreme Court apparently reaffirmed 
the attitude expressed in the Anderson case 
in Lewyt Corporation v. Commissioner, 55-1 
ustc | 9460, 349 U. S. 237. In that case the 
main point was whether a taxpayer on the 
accrual basis could, in computing its net 
operating loss for one year, deduct the 
amount of excess profits taxes which were 
paid in that year but had accrued in an 
earlier year. Justice Douglas, speaking for 
a majority of the Court, said in part: 


“Finally, the tax that ‘accrued’ within a 
given year is not the tax finally determined 
to be due but the tax before ultimate ad- 
justments are made. That is elementary tax 
law. See Security Flour Mills Co. v. Com- 
missioner, 231 U. S. 281, 284. It would seem 
therefore that the concept ‘accrued’ em- 
bodies the amuual accounting principle. 


“In short, the amount of tax accrued 
within the taxable year under section 122 
(d)(6) is to be determined in accord with 
the normal accounting concepts relevant to 
the accrual basis. That amount is not, of 
course, to be ascertained solely by refer- 
ence to the figure set forth in the taxpayer’s 
return, for that figure may be erroneously 
computed on the accrual basis. But when 
the amount is arrived at by proper application 
of recognized accounting principles on the 
accrual basis, the test of section 122(d)(6) has 
been met. Events and transactions of later 
years, irrelevant to a determination of income 
on the accrual basis, do not warrant alteration 
of the figure computed under section 122(d)(6) 
for the year in question.” (Italics supplied.) 
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In the meantime, many taxpayers liti- 
gated the accrual of real estate taxes, a 
question now partially solved through the 
election available under section 461(c) of 
the 1954 Code. Unfortunately, section 461 
(c) applies only to real estate taxes, leaving 
personal property taxes, which are generally 
treated in an identical manner, unaffected. 
The Commissioner. had consistently taken 
the position that such taxes accrued on a 
certain day. The taxpayers insisted they 
accrued ratably throughout the year under 
the proper application of the accrual method 
of accounting. This illustrates the basic differ- 
ence of opinion between the Commissioner 
and taxpayers with respect to accrual-basis 
accounting. The Commissioner’s viewpoint 
is that a definite, precise liability occurs at 
a given moment as, for instance, when tax 
rolls are delivered to a county treasurer’s 
office, when an agreement is formally signed, 
and the like. On the other hand, the 
accountants’ and businessmen’s concept is 
that costs, such as real estate and personal 
property taxes, vacation pay, liabilities for 
product guarantees, freight allowances, etc., 
must be paid inevitably; therefore, such 
costs should be charged ratably to the 
period to which they apply. Certainly, no 
competent businessman working on a cost- 
plus contract would ignore such items 
simply because an anniversary date or so- 
called “identifiable events” did not occur 
until shortly after the completion of the 
contract. 


Although taxpayers generally lost their 
cases ir-olving the deduction of real estate 
and personal property taxes ratably, there 
were a few cases in which the courts held 
for taxpayers on the issue of deductibility 
in a year of change of accounting period. 
Among these were: 


New Orleans Cold Storage & Warehouse 
Company, CCH Dec. 10,757, 40 BTA 121; 
Citizens Hotel Company v. Commissioner, 42-1 
ustc § 9395, 127 F. (2d) 229; Schock, Gusmer 
& Company v. Commissioner, 43-2 ustc §[ 9580, 
137 F. (2d) 750; Atlanta Stove Works, Inc. 
v. Commissioner, 43-2 ustc § 9611, 138 F. 
(2d) 452. 


As to deductions for estimated expenses, 
the Commissioner generally ruled against 
taxpayers, but taxpayers have been success- 
ful in getting deductions in some cases, 
among which were: 


Bonuses to employees, earned in one year 
but paid in the next.—Willoughby Camera 
Stores v. Commissioner, 42-1 ustc § 9242, 125 
F. (2d) 607. 
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Commissions to salesmen even where 
payment is contingent on collection from 
customers during the following year.—War- 
ren Company, Inc. v. Commissioner, 43-1 ustc 
{ 9442, 135 F. (2d) 679. 


Cost of back-filling coal lands which have 
been strip mined.—Harrold v. Commissioner, 
52-1 uste J 9107, 192 F. (2d) 1002; Gregory 
Run Coal Company v. Commissioner, 54-1 
ustc J 9342, 212 F. (2d) 52. 


Brokerage commissions.—Central Cuba 
Sugar Company v. Commissioner, 52-2 ustc 
{ 9390, 198 F. (2d) 214. 


Brokerage commissions, packaging, labor 
and shipping costs.—Pacific Grape Products 
Company v. Commissioner, 55-1 ustc { 9247, 
219 F. (2d) 862. 


Among the cases decided in favor of the 
Commissioner were: 


Advance charges for moving merchandise 
into, and out of, warehouse.—Capital Ware- 
house Company, CCH Dec. 16,142, 9 TC 966, 
aff'd, 49-1 ustc $9120, 171 F. (2d) 395. 


Back filling.—J/ames L. Jenkins, et al., 
CCH Dec. 20,125(M), 13 TCM 61. 


Guarantee in connection with sale of gas 
furnaces.—E. W’. and Aline Schuessler, CCH 
Dec. 21,104, 24 TC —, No. 28 (May 19, 
1955). 


Reserve for patronage contracts.—Ander- 
son-Clayton Securities Corporation, CCH Dee. 
9614, 35 BTA 795 (acq., 1937-2 CB 2). 


Guarantee to replace defective machinery. 


—Moloney Electric Company, CCH Dec. 
12,584-E. 
Taxpayers’ were also given favorable 


treatment in rulings that (1) adjustments 
in price would be recognized where a buyer 
makes claim, and the seller admits liability, 
for adjustment within a year (A. R. R. 921, 
I-1 CB 126; and (2) vacation pay for years 
ending in 1955 may be estimated and de- 
ducted by an accrual-basis employer, even 
though there is no fixed liability for spe- 
cific employees as of the end of the year 
(the new ruling, Rev. Rul. 54-608, 1954-2 
CB 8, will apply only to years ending after 
1955; then an employer will be allowed to 
accrue vacation pay only when there is a 
fixed liability at the end of the year). 
Possibly the most important of the fore- 
going cases at present—since the Senate 
Finance Committee saw fit to quote from 
it in its report on H. R. 4725, repealing 
Sections 452 and 462—is the Pacific Grape 
Products Company case, which dealt with 
the accrual of income from sales, and of 
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shipping expenses and brokerage fees al- 
lowed where the title to fungible goods 
sold passed during the taxable year. Ac- 
cording to trade usage, the taxpayer billed 
buyers for goods on hand that were not yet 
labelee or cased, and for which the buyers 
had not yet issued shipping instructions at 
December 3! of each year. It also accrued 
in the same year, and deducted in its re- 
turns, the estimated costs of labeling and 
preparing the goods for shipping and broker- 
age fees to be paid in the following year. 
The Tax Court, six judges dissenting, sup- 
ported the Commissioner in throwing the 
income into the later years. The Ninth 
Circuit reversed on February 10, 1955. 


In his dissenting opinion, Judge Opper of 
the Tax Court said (CCH Dec. 18,723, 17 
TC 1097): 


“The practice of disapproving consistent 
accounting systems of long standing seems 
to me to be exceeding all reasonable bounds. 
See Heer-Andres Investment Co., 17 T. C. 
786 [November 19, 1951]. Methods of keep- 
ing records do not spring in glittering per- 
fection from some unchangeable natural law 
but are devised to aid business men in main- 
taining sometimes intricate accounts. If rea- 
sonably adapted to that use they should not 
be condemned for some abstruse legal rea- 
son, but only when they fail to reflect in- 
come. There is no persuasive indication that 
such a condition exists here. On the con- 
trary, a whole industry apparently has adopted 
the method used by petitioner. 


“It will not do to say that respondent 
should not have disturbed petitioner’s ac- 
counting method, but that since he has done 
so, we are powerless to do otherwise. As 
long as we continue to approve the imposi- 
tion of theoretical criteria in so purely prac- 
tical a field, respondent will go on attempting 
to seize on such recurring fortuitous occa- 
sions to increase the revenue, even though 
he may actually accomplish the opposite. 
Cf. Heer-Andres Investment Co., supra; Rob- 
ert G. Frame, 16 T. C. 600. I think it evident 
that petitioner’s generally recognized ac- 
counting system did not distort its income, 
and that it should be permitted to continue 
to use it. Cf. Atlantic Coast Line R. R. Co., 
40 T. C. 140. 


“Van Fossan, Murdock, Leech, Johnson 
and Tietjens, JJ., agree with this dissent.” 
The Ninth Circuit, 
dissenting judges, said: 


agreeing with the 


“We think also that petitioner correctly 
treated the brokerage fees relating to the 
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goods billed on the December 31 dates as 
deductible expenses in those years. The Tax 
Court disapproved this procedure on the 
ground that it thought there was a failure to 
introduce evidence of the contracts with the 
brokers to show that there was any fixed 
liability for the brokerage fees prior to the 
payment of the purchase price for the goods. 
The evidence, however, showed that the 
brokers doing business with the industry 
contracted in accordance with the established 
trade practice of considering that title to 
the unshipped goods passed on the billing 
dates, and that the brokerage fees accrued 
to the broker on those dates. In our view 
the finding that there was want of proof on 
this point is clearly erroneous. 


“In 1944 petitioner sold fruit products to 
the United States Government. There is no 
dispute but that the title thereto passed to 
the United States in 1944. However, the 
Tax Court approved the action of the Com- 
missioner in disallowing the accrual on 
petitioner’s books in the year 1944 of the esti- 
mated expenses of crating the canned goods 
sold to the Government. This crating oc- 
curred in 1945. For the same reasons pre- 
viously indicated we hold that this 1944 
deduction was proper. 


“Finally, we are of the view that the peti- 
tioner’s method of accounting clearly and 
accurately reflected its income wholly apart 
from the question whether title to the goods 
did or did not pass to the buyers on the 
dates of billing. Upon this aspect we are 
agreed with what the six dissenting judges 
said in this case. . . . 


“Not only do we have here a system of 
accounting which for years has been adopted 
and carried into effect by substantially all 
members of a large industry, but the system 
is one which appeals to us as so much in 
line with plain common sense that we are at 
a loss to understand what could have prompted 
the Commissioner to disapprove it. Con- 
trary to his suggestion that petitioner’s method 
did not reflect its true income it seems to us 
that the alterations demanded by the Com- 
missioner would wholly distort that income.” 


The foregoing quotations emphasize more 
strongly than I can the present treatment of 
accrued expenses. 


In connection with the foregoing, let us 
also consider vacation pay, which at present 
is one of the most controversial deductions. 
Prior to 1954, the Treasury Department is- 
sued two rulings which permitted the accrual 
and deduction of vacation pay potentially 
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due to all employees who during the year 
had qualified for a paid vacation the follow- 
ing year. Under these rulings, no irrevoca- 
ble liability to any specific employee was 
necessary, and the fact that an employee 
who had qualified might later be discharged 
and not actually receive his vacation with 
pay, Or payment in lieu thereof, did not 
matter. Thus, under one arrangement, all 
employees who worked 160 days during one 
year were entitled to a vacation in the fol- 
lowing year, if they were still working at 
the time. The employer could accrue vaca- 
tion pay in the first year on account of all 
who had worked 160 days during the year 
(I. T. 3956, G. C. M. 25261). 


This policy was changed in 1954 to pro- 
vide that the employees’ right to vacation 
pay or payment in lieu of vacation had to be 
vested before ‘the deduction was allowed 
primarily because of the provisions of the 
1954 Code (Section 462) allowing deduc- 
tions for reserves for estimated expenses. 
(After Section 462 was repealed, as herein- 
after outlined, the more rigid policy was 
suspended, and it is likely that it will not 
become effective until after the enactment 
of new provisions with respect to deductions 
for reserves for estimated expenses.) 


Estimated Expenses 


Before the enactment of 1954 Code Sec- 
tions 452 and 462 it was evident that deduc- 
tions for “estimated expenses” would be 
challenged in any case in which they were 
discovered upon review by the Internal 
Revenue Service examiners. In this connec- 
tion it may be stated that in all probability 
there were very many cases in which de- 
ductions which were claimed as a matter of 
course were never discovered because they 
were (1) labeled to indicate they were ordi- 
nary and necessary expenses applicable to 
the current period and so treated upon the 
hooks so as not to require a reconciling ad- 
justment in the tax return or (2) reclassified 
or included under other items which were 
clearly deductible. 


Frequently, an item would be approved 
upon review as a proper deduction if shown 
on the books and tax returns as an accrual 
instead of as a reserve. For example, if a 
prevision were recorded for anticipated va- 
cation cost as part of labor costs of the year 
in accordance with a consistent policy, it is 
very likely that no question might be raised; 
however, if it were shown as reserve for 
vacation pay, it would certainly be challenged. 
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Considerable confusion exists with respect 
to the word “reserves.” Dictionaries define 
the term generally as something held or re- 
tained for a purpose, frequently for emer- 
gencies. To many persons a reserve means a 
fund to provide financial independence after 
retirement from active business or specific 
assets retained for some other specific pur- 
pose. The term is also used to indicate such 
assets as oil and gas properties which are 
held for future development: In accounting, 
such assets, according to their nature, are 
referred to as funds or deposits. 


Reserves, as contemplated by account- 
ants and tax practitioners, may be used as 
either (1) an asset valuation account, (2) an 
estimated liability or (3) an appropriation 
of surplus. 


Reserves for depreciation, bad debts, de- 
cline in market value of securities and de- 
cline in value of inventories are illustrations 
of asset valuation reserves. These are gen- 
erally shown on the asset side of a balance 
sheet and deducted from the assets to which 
they relate. 


Reserves for taxes, insurance, employee 
benefits, product guaranties and warranties, 
and vacation pay are examples of reserves 
for estimated liabilities. They are generally 
shown on the liability side of the balance 
sheet usually among current liabilities be- 
cause they represent the unpaid balances of 
charges to expense accounts in the current 
period to properly determine the net oper- 
ating income of the period. These are of the 
type with which we are presently concerned. 


Reserve fcr plant expansion and reserves 
for retiremes.t of bonds are illustrations of 
surplus reserves and are generally shown 
on the liability side of a balance sheet under 
a separate classification. They may also be 
shown in the net-worth section. Their pur- 
pose is to earmark a portion of the surplus 
which is considered to be not available for 
distribution as dividends. 


Both the American Institute of Account- 
ants and the American Accounting Associa- 
tion have been working on terminology which 
would eliminate much of the confusion with 
respect to the word “reserve.” For example, 
the Committee on Terminology of the Ameri- 
can Institute of Accountants issued Account- 
ing Terminology Bulletin No. 1. It indicates 
that the term “reserve” should not be used 
to describe in the balance sheet deductions 
from assets or provisions for estimated lia- 
bilities. It should be used only to indicate 
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that an undivided portion of the assets is 
being held or retained for general or specific 
purposes such as appropriations of retained 
income or surplus reserves. Instead, terms 
such as “accrued depreciation” and “esti- 
mated liabilities” should be used in the other 
sections of the balance sheet. 


Although the Internal Revenue Code and the 
Regulations have provided for many years 
for deductions for reasonable additions to 
the reserves for depreciation and to the re- 
serves for bad debts, prior to 1954 there 
were no provisions for deductions for re- 
serves for estimated expenses. Presumably, 
since there had been a recognition of de- 
ductibility of a reserve for estimated taxes 
in the Anderson case and allowances by the 
Treasury Department for deductions for 
amounts charged to reserves, as well as ad- 
ditions to reserves themselves in some cases, 
the use of the term “reserve” did not seem 
questionable. It would seem that much of 
the confusion as to the propriety of deduc- 
tions for estimated expenses would have 
been dispelled if the term “reserve” had not 
been used but, instead, such items had been 
designated merely as “estimated expenses” 
or “estimated liabilities.” 


It should be borne in mind that account- 
ing is not an exact science, and that fre- 
quently the amounts of liabilities cannot be 
computed exactly. It then becomes neces- 
sary to determine such amounts as nearly as 
possible, using all the facts and other data 
available. Accordingly, the amounts may be 
called estimates, and frequently this causes 
accountants to term the items “reserves” or 
“provisions;” for example, reserves for taxes 
or provisions for vacation pay. As a practi- 
cal matter, there is often no difference ‘n 
substance between, say, a reserve for vaca- 
tion pay and accrued vacation pay—yet the 
former may be disallowed as a deduction 
and the latter allowed. It is comparable to 
calling a “plan” a “scheme.” The former 
word is mentioned in the statutes and, there- 
fore, has universal acceptance; the latter 
immediately causes suspicion even though 
it may have been used to mean a “plan.” 


In any event, Congress recognized the 
problem in 1954 when it enacted the 1954 
Code and included Section 452, providing 
for the deferment of prepaid income and ad- 
vances, and Section 462, providing for the 
deduction of reserves for estimated expenses. 


Sections 452 and 462 of 1954 Code 


The Senate Finance Committee made the 
following statement in its report to the 
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Senate regarding the accounting changes 
proposed in the 1954 Code: 

“Present law provides that the net income 
of a taxpayer shall be computed in accord- 
ance with the method of accounting regu- 
larly employed by the taxpayer, if such method 
clearly reflects the income, and the regula- 
tions state that approved standard methods 
of accounting will ordinarily be regarded as 
clearly reflecting taxable income. Never- 
theless, as a result of court decisions and 
rulings, there have developed many diver- 
gencies between the computation of income 
for tax purposes and income for business 
purposes as computed under generally ac- 
cepted accounting principles. The areas of 
difference are confined almost entirely to 
questions of when certain types of revenue 
and expenses should be taken into account 
in arriving at net income. 

“The changes embodied in the House bill 
and in your committee’s bill are designed to 
bring the income-tax provisions of the law 
into harmony with generally accepted ac- 
counting principles, and to assure that all 
items of income and deductions are to be 
taken into account once, but only once in 
the computation of taxable income.” 

Section 452 consisted of the following sub- 
sections: 

(a) Prepaid Inconie to Be Earned Over 

Short or Indefinite Period. 
(b) Prepaid Income to Be Earned Over 
Long Period. 
(c) Where Taxpayer's Liability Ceases. 
(d) Prepaid Income to Which This Sec- 
tion Applies 
(1) Election of Benefits. 
(2) Scope of Election. 
(3) When Election May Be 
(e) Definitions 
(1) Prepaid Income. 
(2) Liability to Render Services, etc. 
(3) Receipt of Prepaid Income. 


Made. 


However, for the purposes of our present 
discussion we will consider only such por- 
tions of the section as define the type of 
prepaid income to be accounted for. 

Regulations were promulgated by the 
Treasury Department to interpret Sections 
452 and 462, and were approved June 8, 
1955, even though a bill (H. R. 4725) to re- 
peal this section and Section 462, relating to 
reserves for estimated expenses, had been 
passed by the House on March 24 and had 
been reported to the Senate by the Finance 
Committee on May 23. Section 1.452-1 of 
the Regulations provided in part as follows: 
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“Prepaid income, regardless of the method 
of accounting used by the taxpayer, is gen- 
erally includible in grosg income by the 
taxpayer at the time of receipt if it is sub- 
ject to his free and unrestricted use. How- 
ever, in the case of a taxpayer who uses a 
method of accounting other than the cash 
receipts and disbursements method in com- 
puting taxable income, Section 452 permits 
the taxpayer to elect a method of accounting 
for prepaid income under which portions of 
prepaid income received in the taxable year 
shall be deferred to subsequent taxable 
years. The general purpose of Section 452 
is to bring tax accounting more closely into 
harmony with generally accepted accounting 
principles; it is not intended to permit, for 
tax purposes, deferrals of income not prop- 
erly deferred under the taxpayer’s method 
of accounting.” 


Section 1.452-8 provided in part: 


“The term ‘prepaid income’ means any 
amount (includible in gross income) which 
is received in connection with, and is di- 
rectly attributable to, a liability which ex- 
tends beyond the close of the taxable year 
in which such amount is received. However, 
amounts which represent receipts for goods 
or services or for the use of property to 
have been provided or furnished during or 
prior to the taxable year of receipt are not 
prepaid income. The term may include, for 
example, amounts received in advance for 
rents and warehouse fees and amounts re- 
ceived from the sale of tickets, car tokens, 
subscriptions, club dues, and service coupons 
and contracts. Such term does not includé 
any income treated as a gain from the sale 
or other disposition of a capital asset. 


“ 


; The term ‘liability’ means a lia- 
bility to render services, furnish goods or 
other property, or allow the use of property. 
For example, an appliance service contract 
is a liability to render services for the 
purposes of section 452 if the contract is a 
separate transaction for which a charge is 
made and which is entered into at the option 
of the purchaser. The term does not include 
a liability under a warranty the considera- 
tion for which is, in effect, included in the 
selling price of a product.” 

Section 452 was repealed by Pub. L. 74, 
Eighty-fourth Congress, approved by the 
President on June 15, 1955. 


Section 462 of the 1954 Code consisted of 
the following subsections: 

(a) General Rule. 

(b) Adjustments Where Reserve Becomes 
Excessive. 
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(c) Estimated Expenses to Which This 
Section Applies. 


(1) Election of Benefits. 
(2) Scope of Election. 
(3) When Election May Be Made. 


(A) Without Consent. 
(B) With Consent. 


(d) Estimated Expense Defined. 
(1) General Rule. 


(2) Exceptions. 


(e) Special Rule for Deductions Attribut- 
able to Period Before Election. 


Section 1.462-1 of the regulations relating 
to reserves for estimated expenses provided 
in part: 

“Ordinarily, in computing taxable income 
expenses are not deductible for a taxable 
year prior to the taxable year in which paid 
or incurred, or paid or accrued, depending 
upon the taxpayer’s method of accounting. 
However, section 462 permits a taxpayer, in 
the discretion of the Commissioner, to de- 
duct a reasonable addition to a reserve for 
certain expenses (designated as estimated 
expenses), which, in the opinion of the 
Commissioner, can be estimated with rea- 
sonable accuracy. The general purpose of 
section 462 is to bring tax accounting more 
closely into harmony with generally ac- 
cepted accounting principles. It is not in- 
tended to permit taxpayers to deduct an 
addition to a reserve for estimated expenses 
in any taxable year unless such treatment 
would be proper for such year under the 
taxpayer’s method of accounting.” 


. 


In adopting this section the committees of 
Congress had in mind permitting deductions 
for estimated expenses which could be esti- 
mated with reasonable accuracy. In this 
connection, reference is made to the Senate 
Finance Committee report, which states, in 
part: 

“Subsection (d) defines the expenses which 
may be estimated in the taxable year as 
those which would (but for this section) be 
required to be taken into account for a sub- 
sequent taxable year. The expenses must be 
related to the income of the taxable year or 
prior years in which expenses were esti- 
mated in accordance with this section. Ex- 
penses attributable to income of future years 
are not to be taken into account in comput- 
ing an addition to a reserve in the taxable 
year. The Secretary or his delegate must be 
satisfied that the expenses van be estimated 
with reasonable accuracy. For example, if 
cash discounts are allowed customers for 
prompt payment, and the taxpayer can 
predict from experience the approximate 
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percentage of the allowabie discounts which 
will be taken (even though he cannot name 
the customers with certainty) he will be 
permitted a deduction in the year in which 
the sales are reported equal to the discounts 
which will be realized in the process of 
collecting the accounts. If repairs or re- 
placements will have to be made under 
guaranty on products sold during the year, 
and the average cost of such repairs or re- 
placements can be estimated with reasonable 
accuracy, the taxpayer may take as a de- 
duction in the year of such sales a reason- 
able addition to a reserve for product 
guaranties. The balance in the reserve at 
the close of each taxable year must be 
adjusted to reflect the estimated liability of 
the taxpayer with respect to outstanding 
guaranties. Other illustrative items for 
which such reserves might be set up in 
appropriate cases include sales returns and 
allowances, freight allowances, quantity dis- 
counts, vacation pay, and certain liabilities 
for self-insured injury and damage claims. 
The Secretary or his delegate may disallow 
additions to any reserve of this type if he 
finds that the costs and expenses for which 
provision is made are not reasonably sup- 
ported by the taxpayer.” 


The adoption of Section 462 as a part of 
the 1954 Code provided taxpayers and the 
Internal Revenue Service with the necessary 
authority to take deductions in the current 
year for estimated expenses which applied 
to the operations of that year, but which 
might not otherwise be allowed. Unfortu- 
nately, instead of confining the claims for 
deductions to items which were normal to 
taxpayers’ operations (many of which had 
been provided for in prior years by the 
taxpayers even though not allowed as de- 
ductions except in the year paid), taxpayers 
were urged to dream up every conceivable 
type of expense imaginable, with the result 
that it appeared to some members of Con- 
gress that Section 462 was primarily a gim- 
mick to secure billions of dollars of tax 
savings to taxpayers in higher brackets. 
Demands were made to repeal this section 
and Section 452, relating to prepaid income. 

Proponents for repeal refused to consider 
that the sections merely provided for a cor- 
rection of errors in improper taxing of 
receipts before they became income and in 
disallowing in prior years deductions for 
expenses, resulting in taxpayers’ overpaying 
their income taxes in an aggregate amount 
of substantially the amount in question. 
Furthermore, by far the greatest portion of 
such amounts was attributable to vacation 
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pay, and if taxpayers generally firmed up 
their contracts with employees or their com- 
pany policies so as to qualify items as an 
accrual instead of as a reserve, they would 
nevertheless be allowed the deduction. 


It should be borne in mind that Section 
462 did not adversely affect the deductibility 
of proper accruals which met the required 
conditions during prior years, but merely 
provided that items which did not quite 
meet all the tests of accruals—but neverthe- 
less constituted liabilities which had to be 
met reasonably soon—would also be al- 
lowed as deductions because they were 
applicable to the income taxed during the 
period they were being incurred. 


However, this section was also repealed 
retroactively on June 15, 1955. 


Effect of Repeal of Sections 452 and 462 


The effect of the repeal, generally, was to 
increase the tax liability of those taxpayers 
who had elected or will elect to apply the 
provisions of Sections 452 and 462. On or 
before December 15, 1955, any such tax- 
payer must file with the District Director 
of Internal Revenue for the districts in 
which he files his return, Form 2175, on 
which the additional income tax due will 
be computed. Form 2175 must also be filed 
by certain taxpayers who did not make ap- 
plications under these sections, but who will 
owe additional tax because of the effect of 
the repeal on the gross income or deduc- 
tions of other taxpayers who made such 
an election. 


If more than one taxable year is affected 
by the taxpayer’s election, a statement on 
Form 2175 is timely filed, and if the in- 
creased tax is paid on or before December 
15, 1955, no interest will be due on such 
increase, provided that the income and de- 
ductions shown on the tax return as filed 
were based upon a reasonable interpretation 
and application of Sections 452 and 462. In 
this connection, it should be noted that the 
regulations under Sections 452 and 462 were 
adopted as proposed shortly before the en- 
actment of Pub. L. 74. Such regulations are 
likely to be very important, since the Com- 
missioner may use them to satisfy himself 
that a taxpayer’s computations pertaining to 
prepaid income and estimated expenses were 
based on a reasonable interpretation and 
application of Sections 452 and 462. In no 
event may interest be assessed upon an 
increase in tax resulting from a repeal of 
such sections prior to June 16, 1955, follow- 
ing the enactment of the repeal. 
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There are certain payments which a par- 
ticular taxpayer may be required to make to 
employees and others because of the repeal. 
These payments may be used as deductions 
in computing the increased tax due, if the 
following conditions are satisfied: 


(1) The payment must be one which can 
be taken into account in computing taxable 
income of a taxable year, if paid within a 
prescribed period ending after the close of 
the*taxable year. 


(2) The payment must be required by 
reason of the repeal of Sections 452 and 462. 


(3) The payment must be made on or be- 
fore December 15, 1955. 


Future of Deferring Income 
and Reserving for Expenses 


In its report on H. R. 4725, which repealed 
Sections 452 and 462, the Senate Finance 
Committee referred to the President’s state-of- 
the-union and budget messages to Congress 
in January, 1954, requesting action on sev- 
eral tax proposals. Among these was a 
request that the Congress act to bring tax 
accounting more nearly in line with accepted 
business accounting practice. In his budget 
message, the President’s tax recommenda- 
tion was as follows: 


“Accounting definitions —Tax accounting 
should be brought more nearly in line with 
accepted business accounting by allowing 
prepaid income to be taxed as it is earned 
rather than as it is received, and by allowing 
reserves to be established for known future 
expenses.” 


The committee report also stated that, on 
the basis of this recommendation, the In- 
ternal Revenue Code of 1954, as finally 
adopted, contained Section 452, permitting 
the deferral of prepaid income, and Section 
462, providing for reserves for estimated 
expenses. It also outlined anticipated loss 
of revenue, and quoted from the hearings in 
connection with the 1954 Code, and indi- 
cated the Treasury Department’s fears as 
to the loss of revenue and the difficulties in 
administering the provisions of Sections 452 
and 462 in the form adopted by Congress. 
It further stated that, because of such fears, 
the Secretary of the Treasury had strongly 
recommended that the sections be repealed 
so that a “fresh review” could be made. It 
emphasized that the repeal of the sections 
would not solve the problems presented, 
and referred particularly to the decisions in 
the Beacon Publishing Company and Pacific 
Grape Products Company cases outlined herein. 
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In connection with the Beacon case, the 
committee made the following statement: 


“It has come to your Committee’s atten- 
tion that the vast majority of publishing 
concerns having prepaid income are already 
deferring the income with treasury approval. 
It is recommended to the Treasury Depart- 
ment that it modify \its published ruling to 
the end thut the remaining publishers may 
be entitled to defer prepaid subscriptions 
income so that they may be placed on a fair 
and equitable basis.” 


It is apparent that this recommendation, 
if put into effect, might well be considered 
to give a preference to publishing companies 
as distinguished from other businesses. 


With respect to the Pacific Grape Products 
Company case, the committee made the fol- 
lowing statement: 


“Uncertainty will also exist in other areas 
with the repeal of these two provisions. In 
Pacific Grape Products (C. C. A. 9th, Feb- 
ruary 10, 1955), for example, the circuit 
court held that certain freight and shipping 
expenses incurred after the end of the year 
could be accrued for tax purpose as of the 
end of the year. An extension of the 
principles laid down in this case might well 
lead the courts in the future to permit the 
accrual of most estimated expenses which 
would be covered by section 462 even 
though this section is repealed.” 


The committee finally made the following 
statement: 


“Your committee desires to make its 
position clear that it expects to report out 
legislation dealing with prepaid income and 
reserves for estimated expenses at an early 
date. As indicated above, the existing rul- 
ings of the Treasury Department and the 
court decisions dealing with estimated ex- 
penses and prepaid income are now in such 
a state of confusion and uncertainty that in 
the opinion of your committee, legislative 
action is required on these subjects. In 
addition, your committee believes that it is 
essential that the income tax laws be brought 
into harmony with generally accepted ac- 
counting principles. Moreover, your com- 
mittee believes that the present status, 
where some taxpayers are able to defer 
prepaid income while others are not, is 
inequitable and should not be allowed to 
continue. In order to eliminate this uncer 
tainty and discrimination, definite rules 
must be written into the income tax law. 
For these reasons your committee plans 
to begin studies in the near future to devise 
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proper substitutes for the sections now be- 
ing repealed.” 


. From the foregoing, it seems obvious that 
we will have a re-enactment of provisions 
permitting the proper accounting for (1) 
prepaid items and advaitces and (2) esti- 
mated accrued expenses. The controversy 
with respect to Sections 452 and 462 was 
based primarily on the anticipated im- 
mediate loss of revenue due to the deductibility 
of “reserves for estimated expenses.” 


Recommendations are being made to Con- 
gress and to the Treasury Department by 
various groups with respect to the re-enact- 
ment of provisions similar to those in Sec- 
tions 452 and 462. For example, the American 
Institute of Accountants Committee on 
Taxation recommended as follows: 


“In accordance with the direction in the 
Senate Finance Committee Report on H. R. 
4725 (repeal of sections 452 and 462), speci- 
fied expense reserves should be allowed as 
deductions and specified items of prepaid 
income should be permitted to be deferred, 
with due regard to the transitional problems.” 


The Treasury Department and the In- 
ternal Revenue Service have been very busy 
drafting regulations with respect to the sec- 
tions of the 1954 Code, particularly because 
each proposed set of regulations brought 
forth a considerable number of objections, 
with the result that an over-all reconsidera- 
tion had to be made, necessitating the 
spending of a great amount of time. In 
many instances the objections were so sub- 
stantial that the regulations could not be 
issued in final form. 


The Joint Committee on Internal Rev- 
enue Taxation has not been able to do any- 
thing with respect to the proposed legislation 
for the reason that many Congressmen still 
feel that these sections, as originally enacted 
in the 1954 Code, fairly stated what Con- 
gress had in mind. There is also feeling 
that under proper administration of these 
sections by the Internal Revenue Service, 
there would not have been too great a loss 
in revenue. Accordingly, there is little likei- 
hood that anything will be done with 
respect to re-enactment of legislation relat- 
ing to prepaid items and estimated expenses 
until after the first of the year, but it will 
be done. 


The revenue loss incident to Section 452 
was not considered too great, and this sec- 
tion standing alone would not, in all prob- 
ability, have been revoked. Accordingly, it 
may well be re-enacted containing in substance 
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the original provisions, but giving the Com- 
missioner greater powers in its administration. 

The basic provisions of the repealed Sec- 
tion 462, which was designed to bring income 
tax provisions of law into harmony with 
generally accepted accounting principles, 
will be re-enacted. However, there will be 
a substantial limitation on the types of esti- 
mated expenses which may be deducted, 
particularly those which had not been previ- 
ously recognized by taxpayers generally— 
for example, reserves for repairs and main- 
tenance. The Commissioner will be given 
greater powers of administration and will be 
authorized to permit the deduction of types 
of estimated expenses in cases where the 
nature of a taxpayer’s operations may be so 
unusual as to warrant the matching of such 
deductions with the income to which they 
apply. The new statute will also provide 
for an amortization over a period of years 


of the increased deductions allowed tax- 


payers so as to relieve the revenue loss 
incident to the change. 


In the meantime, taxpayers should con- 
sider the firming up of liabilities for esti- 
mated expenses in the light of the cases 
herein outlined and related cases applicable 
to their operations, so as to justify the de- 
duction thereof under the strict accrual re- 
quirements heretofore in effect. It is still 
possible to get double deductions in a single 
year for such items as vacation pay, if the 
conditions with respect to such items are 
changed in such year. However, it should 
be borne in mind with respect to vacation 
pay that, in firming up, the proposed new 
rule should be taken into consideration. In 
any event, before a decision is made, the 
business considerations should also be weighed. 
It may be better to proceed on the same 
basis than to incur an obligation which may 
become a heavy burden in the future. 


[The End] 


WASHINGTON TAX TALK——Continued from page 6 


are scheduled to begin on January 30, 1956, 
when Ford will make a lump-sum payment 
of approximately $10 million, equal to five 
cents per hour for every hour for which 
each employee has been paid since June 6, 
1955. 

Ford intimated that the trust agreements 
for custody of the funds are presently being 
worked out and that a trustee or trustees 
will be announced soon. 


Before the supplemental unemployment 
pay plan can go into effect, one more re- 
quirement remains to be met. States in 
which an aggregate of two thirds of Ford’s 
hourly-paid workers are employed must 
adopt rulings or legislation which will per- 
mit an unemployed Ford worker to draw 
full state unemployment benefits in addition 
to the benefits received from Ford under 
the plan. 


Ford said that if this integration of the 
plan with the various state unemployment 
systems is approved by the required num- 
ber of states, layoff payments to employees 
will start next June 1. The Ford plan 
assures its jobless hourly-paid workers com- 
bined state and plan benefits amounting to 
65 per cent of their normal take-home pay 
for four weeks and 60 per cent for 22 
weeks thereafter. 


So far, four states with Ford hourly em- 
ployees have indicated that integration will 
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be allowed. They are Michigan, New York, 
Massachusetts and New Jersey, which to- 
gether account for approximately 65 per 
cent of the company’s hourly-rated work 
force. Ohio, a key state in the final imple- 
mentation of the plan, was the first state 
where approval of the plan was placed be- 
fore the voters. They rejected a union- 
sponsored initiative petition which would 
have forbidden setoff of employer payments 
against state unemployment benefits. 


The Treasury ruling allowing these pay- 
ments because of the union-negotiated 
supplemental unemployment benefits as de- 
ductible business expenses makes the gov- 
ernment a heavy contributor to the layoff 
pay plan. With the present corporate in- 
come tax rate of 52 per cent, the loss in 
revenue will be considerable, since all con- 
tributions accrued from June 6, 1955, will be 
deductible in the income tax return for the 
taxable year 1955. 


A supplemental question yet to be an- 
sweredt by the Internal Revenue Service is 
the tax treatment of payments from the 
funds in the hands of the jobless employee 
workers. Will the benefits be taxable as 
compensation in lieu of wages or will the 
payments be considered as being in the 
category of state unemployment compensa- 
tion benefits and thus be exempt from fed- 
eral income tax? Eventually, this puzzler 
must be solved by the Treasury. 
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Depreciation for Tax Purposes 
By T. J. GRAVES, Haskins & Sells, Washington, D. C. 


The Revenue Act of 1954 permits a choice of method of recovering cost through 
depreciation. When a choice between alternatives exists, the businessman 
must know the good and bad points of each in order to exercise an intelligent 
choice. The author weighs those values and explains the 

declining-balance, sum of the years-digits and other methods. When 


proposed regulations aroused a storm of 


protest, a new set of proposed regulations was issued, placing 

increased emphasis on salvage and useful life and 

raising some problems of application. If there is to be any change of method, 
care must be exercised to explain its effect on net income, usuaily through 

the financial statement. This article is based on a paper which Mr. Graves 
delivered in October at the Eighth Annual Federal Tax Conference of 

the University of Chicago Law School, but it has been revised to give effect 

to the provisions of the second notice of proposed regulations. 


EFORE the enactment of the Internal 

Revenue Code of 1954, the average tax- 
payer was only vaguely aware that depre- 
ciation is a highly controversial, technical 
subject. He knew that depreciation is an 
element of cost with which he must reckon 
and he was anxious to obtain the highest 
possible depreciation deductions in deter- 
mining his taxable income, but he was not 
particularly concerned with the theory of 
the various methods, and how they operate. 


While a variety of depreciation methods 
had always been available, their use for fed- 
eral income tax purposes had been so re- 
stricted by administrative procedures and 
rulings of the Internal Revenue Service that 
the straight-line method was the only one 
commonly used. Most people knew little, 
and cared less, about the application and 
operation of the other methods. 


This attitude was completely changed by 
the 1954 Code. Several new depreciation 
methods were made available for tax pur- 
poses, and the choice of a proper method 
became a vital problem to every business- 
man. In the rush to apply the new rules, 
some taxpayers made this choice hurriedly, 
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and without adequate study. Fortunately, 
these initial decisions can be reconsidered. 
The taxpayer is permitted to adopt a 
different method each year for all or part 
of the additions made in that year, and the 
proposed regulations provide that an elec- 
tion already made may be changed within 
90 days after their final promulgation. 

Developments during the last 12 months, 
and the better understanding that we now 
have as to the advantages and disadvan- 
tages of the new methods and the rules to 
which they are subject, justify a current 
reappraisal of the original decisions as to 
their adoption. 


Case for and Against New Methods 


The first question that should be consid- 
ered is whether or not the conditions are 
such that one of the new methods should 
be adopted. There is no single rule to which 
we can look for guidance. The answer de- 
pends upon how the circumstances in each 
case fit into the various advantages and 
disadvantages. 

Since the new methods produce increased 
depreciation deductions in the early years 
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of life of the property, there is a related 
reduction in tax liabilities as compared with 
straight-line depreciation. Whether or not 
this reduction is viewed as a tax deferral 
or a tax saving, additional funds are made 
available that otherwise would be used to 
pay taxes. The result, in a sense, is interest- 
free borrowing from the government. If 
borrowing is required for business opera- 
tions, the interest saving can be substantial, 
especially after it is compounded for a num- 
ber of years. This is an important consid- 
eration. Any management that rejects a 
significant interest saving through failure 
to adopt the new methods should be pre- 
pared to justify its position against possible 
future criticism. 


What may be more important is that the 
requirements of a rapidly expanding busi- 
ness should be easier to meet. If funds must 
ve borrowed for expansion. purposes, the 
adoption of one of the new methods may 
make loan financing less difficult. Part of 
the cost of the expansion will be recovered 
earlier through reductions in taxes. This 
should permit earlier repayment of the loan, 
with a consequent reduction in interest rates 
and an easing of the requirements of the 
loan agreement. The small growth com- 
pany with good prospects but no established 
source of long-term credit may well find 
that it can move much faster than it for- 
merly could. The new methods also may 
make possible the purchase of new build- 
ings and equipment in instances where a 
shortage of funds may have presented no 
alternative to the purchase of used equip- 
ment and old buildings. 


Many authorities on depreciation contend 
that, in most industrial enterprises, depre- 
ciation under the new methods has a closer 
relationship to the economic usefulness of 
the property. Although machinery that is 
well maintained can often produce at ap- 
proximately the same rate throughout its 
tife, obsolescence may make it relatively 
much less useful in a few years, from a 
competitive viewpoint. Since few manufac- 
turers are so fortunate as to operate in a 
competition-free vacuum, the gradual intro- 
duction of more efficient new equipment by 
others will cause today’s equipment to lose 
its usefulness at a much faster rate than 
would be produced by ordinary wear. Tak- 
ing more rapid depreciation in the earlier 
years of expected life is a way of recogniz- 
ing this factor. 


If the industry should be one in which 
production techniques are stable and obso- 


lescence is unimportant, the new deprecia- 
tion methods may still be preferable in that 
they will help to equalize operating costs. 
Heavier depreciation charges in the earlier 
years of life will tend to be balanced by 
heavier maintenance charges in the later 
years. This should result in more uniform 
operating costs and avoid to some extent 
the burdensome increases that sometimes 
occur when the straight-line method is used. 


Assuming that the most profitable and 
productive years of an asset are the early 
years of its life, perhaps the new methods 
should be adopted for accounting purposes 
as well as for tax purposes. While the 
charge for depreciation sustained by cur- 
rent operations would be higher if the period 
during which the additional depreciation is 
being charged coincides with the period in 
which the property is most productive, it 
would seem better to make the additional 
charge then than to delay until some time 
in the future. 


It should be recognized that these ap- 
parent financial advantages may not be 
available without some accompanying man- 
agement problems if the amounts involved 
are material. Whether or not the new 
methods are adopted for tax and account- 
ing purposes or for tax purposes only, there 
will be some immediate change in earnings 
unless the adoption is for tax purposes only 
and the tax reduction is deferred. If income 
decreases, as would be the case if the new 
methods are used both for accounting and 
tax purposes, management may not be able 
to ignore the effects on others, such as stock- 


holders and participants in profit-sharing plans. 


These considerations have presented a 
complex problem to management groups. 
In many instances an intelligent answer to 
the problem can be reached only after care- 
ful study of future business prospects, long- 
range plans for expansion, financial budget 
projections and the actual tax savings that 
might be involved. 


In other cases the future of a business 
may be so clear that the decision as to 
adoption of the new methods can be made 
solely on the basis of the potential tax 
savings. 

One tax advantage sometimes mentioned 
is that the new methods, with their more 
rapid reduction in basis, can use fully de- 
ductible depreciation to create gains to be 
taxed as capital gains. This may well be 
true in the case of an isolated investment- 
type asset, such as an apartment building 


60 January, 1956 © TAXES-—The Tax Magazine 











that will eventually be sold, or in the oc- 
casional sale by an industrial corporation 
of a separate unit of property, but in most 
situations it should be viewed as an inci- 
dental advantage and not as a major con- 
sideration. If the taxpayer’s depreciation 
method and retirement program are designed 
to create frequent capital-gain situations, 
it is to be expected that there will be con- 
siderable opposition by the Internal Reve- 
nue Service, just as in the past. 


The most important advantage lies in the 
tax saving itself. While some prefer to call 
it a tax deferral, it can be demonstrated that 
there is actually a permanent tax saving in 
those cases where net property additions are 
uniform from year to year or are increasing 
because of the growth of the business. As 
to the additions of any one year, the higher 
depreciation in the early years of life will 
be offset by lower depreciation in later 
years. However, if annual additions are 
reasonably uniform, the eventual low depre- 
ciation on today’s additions will be balanced 
by high depreciation on future additions. 
Thus, the tax reductions achieved in the 
years immediately aiter the adoption of the 
new methods will be retained permanently. 
If additions are expected in increase, this 
effect is accentuated, and some permanent 
tax saving is retained from the ‘deprecia- 
tion of additions for each year. 


Future tax rate changes would not elimi- 
nate the saving. If rates were to go up, it 
would only mean that the tax saving might 
have been greater if the change had been 
delayed. If tax rates were to decline, the 
saving would be more than would other- 


wise have been expected. 


This point is still not thoroughly under- 
stood by many and has been given in- 
adequate consideration by others. It often 
calls for a careful study of the future of 
a business, not just off-hand discussions 
based on impressions rather than on facts. 


Most frequently heard in opposition to 
the new methods is the argument that they 
represent a gamble as to future tax rates. 
This may be true if annual additions are 
expected to decline or if the application is 
to be made to just a few major property 
units, but the result of the gamble is con- 
jectural. If rates should go down in the 
future, there could be a net loss because of 
failure to adopt the new methods at the 
present time. In this connection, it should 
be noted that in the past, tax rates frequently 
have tended to follow the rate of business 
activity. If this should be true in the future, 
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the risk as to rate increases may not be too 
great. It is apparent that all of the pressure 
right now is toward rate reductions. 


An objection that perhaps is more valid, 
even though not always applicable, is that 
a change in methods might result in a re- 
vision of highly favorable rates now being 
used on property that does not qualify for 
one of the new methods. It is difficult to 
decide this question because so much de- 
pends on the attitude of the examining agent. 
However, there does not seem to be any 
justification for the fear that a change in 
methods will in itself result in an immediate 
or early revision of present rates. On the 
other hand, if the new methods are adopted, 
there will be no further additions to prop- 
erty being depreciated at straight-line rates. 
This isolation of the old property, together 
with its gradual approach to a fully depre- 
ciated status, will eventually make excesses 
apparent if the rates being used are actually 
too high. An adjustment of remaining lives 
may be made at that time. 


Choice Among New Methods 


After consideration is given to all of these 
factors, if a decision is reached to adopt one 
of the new methods, the next problem is to 
decide which one is the most suitable. Each 
has its advantages and disadvantages; here, 
too, the choice will depend on the circum- 
stances. 


Declining-balance method.—One of the 
features of the declining-balance method is 
that salvage values are ignored in making 
the computations. Depreciation is computed 
at a rate of not more than twice the straight- 
line rate applied to the unrecovered basis, 
without regard to salvage. This does not 
necessarily mean that cost can be recovered 
fully through depreciation when actual sal- 
vage values are substantial, because depre- 
ciation may have to be stopped at the point 
where the unrecovered basis equals salvage. 
It does mean that salvage need not be rec- 
ognized initially, and it may never have to 
be recognized in the depreciation allow- 
ances if it is nominal. However, salvage 
values have not been an important factor 
in the past. Despite the increased emphasis 
on salvage in the proposed regulations, it 
seems unlikely at the present time that 
future practice will result in the recognition 
of anything more than scrap values, except 
in instances where the taxpayer’s experience 
indicates that retirements are ordinarily 
made at a point where the remaining values 
are substantially in excess of scrap values or 
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where the salvage upon retirement of an 
item of property is substantially more than 
might have been expected. 


What is much more important and a 
serious disadvantage of the declining-balance 
method is that the rates allowable will not 
recover the full basis of the property at the 
end of its normal useful life. For example, 
if the life is ten years, approximately 11 per 
cent of the basis would not be recovered at 
the end of that period. Seven per cent would 
be unrecovered at the. end of 12 years, and 
3% per cent at the end of 15 years. In 
many cases these remainders probably will 
be greater than actual salvage values. They 
can be recovered only through continued 
depreciation or through retirement losses. 


If the property accounts are kept by items, 
this is not too serious, because the addi- 
tional deduction usually can be taken when 
each item is retired. But if the accounts are 
kept by groups or classes, depreciated at 
average rates, ordinary retirement losses 


can be taken only upon the retirement 
of the last item in each group or class 
account. The accounts may be narrowed 


somewhat by using separate ones for each 
year’s additions to each group or class, but 
the general effect will still be that complete 
recovery will be delayed beyond the end of 
the estimated life originally expected. 


In order to provide a means of avoiding 
this unsatisfactory feature of the declining- 
balance method, the Code and the proposed 
regulations permit changing from the declining- 
balance method to the straight-line method 
for any property account at any time, pro- 
vided that there has been no prior contrary 
agreement with the Internal Revenue Service. 


While this would seem to have the effect 
of permitting the recovery of cost at the 
end of the estimated useful life, the prac- 
tical result may be completely different. 
The proposed regulations, which are sup- 
ported in this respect by the report of the 
Senate Finance Committee, requires that if 
the change is made, the useful life should 
be reappraised and a salvage value estab- 
lished. Since the reappraisal will come at 
a time that is considerably closer to the end 
of the lite originally expected, it could re- 
sult in an extension of the life and a con- 
sequent reduction in depreciation, or at least 
in a controversy with the examining agents 
as to the life to be used. 


Sum of the years-digits method.—The sum 
of the years-digits method in its normal 
operation provides for recovery of cost at 
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the end of the useful life. Depreciation is 
computed by applying predetermined, de- 
clining fractions (or their decimal equiva- 
lents) to the basis of the property reduced 
by estimated salvage. The numerator of 
the fraction is the number corresponding 
to the years of remaining life and the 
denominator is the sum of those numbers 
for all of the years of life. The proposed 
regulations also provide for the use of a 
remaining life plan of computing allowances 
under the digits method. This differs from 
the basic plan only in that the fractions 
to be used are redetermined each year from 
the life remaining at the beginning of the 
year and the basis used is the amount unre- 
covered at that time instead of the entire 
basis before reduction for past depreciation. 
Taxpayers who use item-property accounts 
may compute depreciation under either the 
basic plan or the remaining life plan; other 
taxpayers are to use the remaining life 
plan unless they obtain the consent of the 
Commissioner to use some other plan. 
While salvage values have to be recognized, 
they usually will not have a_ significant 
effect on the rate of recovery unless they 
substantially exceed nominal amounts or 


scrap values. 


The recovery under the digits method is 
more than under the declining-balance method 
after the second year of life. It is only 
slightly more in the early years, but in 
later years it becomes quite significant. For 
example, in the case of property with a life 
of ten years, the recovery at the end of six 
years would be 82 per cent under the digits 
method, and only 74 per cent under the 
declining-balance method. This assumes, of 


course, that estimated salvage values are nom- 
inal. Where salvage values are high, the 
declining-balance method may produce a 
faster recovery. 


The digits method seems to be partic- 
ularly favorable where item-property ac- 
counts are used. If group or class accounts 
are used, the retirement of part of the 
property before the end of its normal useful 
life will result in some extension of the 
recovery period; however, the additional 
period of recovery will not be as long in 
most instances as it would be if the declin- 
ing-balance method were being used under 


the same circumstances. 


The reason for the extension is that an 
early retirement will result in lengthening 
the remaining life of the property not yet 
retired. The proposed regulations require 
that the remaining life is to be redetermined 
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each year when the remaining life plan is 
used for group or class accounts. The 
redetermination may be made by analysis, 
which would be impractical in most cases, 
or by an arithmetic computation based 
upon the unrecovered basis of the account 
as computed by using straight-line deprecia- 
tion. The computation is to be made by 
dividing this unrecovered basis by the gross 
basis and multiplying the result by the 
average life for the account. The theory 
of the computation is that the original esti- 
mated life is an average and, therefore, 
early retirements must operate to extend 
the life of the assets not yet retired. 
While the proposed regulations would 
permit the use of some other plan for 
group or class accounts if it is approved 
by the Commissioner, it is unlikely that 
any plan would be approved if it did not 
provide for some extension of the recovery 
period in the event of early retirements. 
Whether or not this feature represents 
a serious disadvantage depends on the cir- 
cumstances. It should not be serious if re- 
tirements ordinarily are not made before the 
approximate end of the useful life, which 
could be the case if group accounts are 


maintained by years. Any decision as to 
this problem should be made only after a 
careful study of the retirement pattern. 


Other methods.—The Code also permits 
the use of any other consistent method that 
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does not result in more depreciation during 
the first two thirds of life than would be 
allowable under the declining-balance method. 
This provision has been frequently ignored 
when the new methods have been considered. 

If a well-designed system of declining 
straight-line rates were acceptable to the 
Internal Revenue Service, it could permit 
recovery of cost almost as rapidly as the 
declining-balance or digits methods and, at 
the same time, could avoid the problems 
inherent in those methods. Under this sys- 
tem a series of different depreciation rates 
would be applied to the property basis. The 
rates would be reduced in steps every few 
years. Except for the rate pattern, the sys- 
tem would operate under the general rules 
applicable to straight-line depreciation. Thus, 
there would be no problem of a large 
unrecovered basis with the accompanying 
necessity of changing in midstream to straight- 
line depreciation, as under the declining- 
balance method, and there would be no 


complicated computations, as under the 
digits method. 
As an example, a system of declining 


straight-line rates applied to property with 
a ten-year life might provide for the use 


of a 15 per cent rate in the first three 
years, 10 per cent in the next two years, 
and 7 per cent in the last five years. The 
recovery under this system as compared 
with the recovery under the declining 
balance and digits methods would be: 


I Jeclining 
Straight- 


Digits Method Line Rates 


At the end of three years 49% 49% 45% 
At the end of six years 74%» 82% 72% 
At the end of eight years 83% 94% 86% 


There is no certainty at the present time 
that the rate pattern described would be 
accepted by the Service as having the 
necessary attributes of an “other” method. 
It is offered merely as an example of what 
might be done. Any taxpayer who wants 
to use an “other” method because the de- 
clining-balance or digits methods present 
serious problems should discuss the pro- 
posed method with the Service unless it is 
some generally recognized method, such as 
the sinking-fund method. 


Some Problems in Application 
of New Methods 


In this review and discussion of the 
general principles involved in the selection 
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of one of the methods, the technical prob- 
lems have been generally ignored in order 
to avoid undue confusion. However, there 
are some important problems in the appli- 
cation of the new methods. While the 
language of the Code itself is relatively 
simple and easy to follow, a number of 
difficulties have arisen in its interpretation. 


The proposed regulations on deprecia- 
tion, the first to be issued under the new 
Code, were published initially on September 25, 
1954. There were so many protests against 
some of the provisions and so many areas 
of disagreement developed that a new set 
of proposed regulations was published on 
November 11, 1955. 
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where the salvage upon retirement of an 
item of property is substantially more than 
might have been expected. 


What is much more important and a 
serious disadvantage of the declining-balance 
method is that the rates allowable will not 
recover the full basis of the property at the 
end of its normal useful life. For example, 
if the life is ten years, approximately 11 per 
cent of the basis would not be recovered at 
the end of that period. Seven per cent would 
be unrecovered at the. end of 12 years, and 


3% per cent at the end of 15 years. In 
many cases these remainders probably will 
be greater than actual salvage values. They 


can be recovered only through continued 
depreciation or through retirement losses. 


If the property accounts are kept by items, 
this is not too serious, because the addi- 
tional deduction usually can be taken when 
each item is retired. But if the accounts are 
kept by groups or classes, depreciated at 
average rates, ordinary retirement losses 
can be taken only upon the retirement 


of the last item in each group or class 
account. The accounts may be narrowed 
somewhat by using separate ones for each 
year’s additions to each group or class, but 
the general effect will still be that complete 
recovery will be delayed beyond the end of 


the estimated life originally expected. 

In order to provide a means of avoiding 
this unsatisfactory feature of the declining- 
balance method, the Code and the proposed 
regulations permit changing from the declining- 
balance method to the straight-line method 
for any property account at any time, pro- 
vided that there has been no prior contrary 
agreement with the Internal Revenue Service. 


While this would seem to have the effect 
of permitting the recovery of cost at the 
end of the estimated useful life, the prac- 
tical result may be completely different. 
The proposed regulations, which are sup- 
ported in this respect by the report of the 
Senate Finance Committee, requires that if 
the change is made, the useful life should 
be reappraised and a salvage value estab- 
lished. Since the reappraisal will come at 
a time that is considerably closer to the end 
of the life originally expected, it could re- 
sult in an extension of the life and a con- 
sequent reduction in depreciation, or at least 
in a controversy with the examining agents 
as to the life to be used. 


Sum of the years-digits method.—The sum 
of the years-digits method in its normal 
operation provides for recovery of cost at 
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the end of the useful life. Depreciation is 
computed by applying predetermined, de- 
clining fractions (or their decimal equiva- 
lents) to the basis of the property reduced 
by estimated salvage. The numerator of 
the fraction is the number corresponding 
to the years of remaining life and the 
denominator is the sum of those numbers 
for all of the years of life. The proposed 
regulations also provide for the use of a 
remaining life plan of computing allowances 
under the digits method. This differs from 
the basic plan only in that the fractions 
to be used are redetermined each year from 
the life remaining at the beginning of the 
year and the basis used is the amount unre- 
covered at that time instead of the entire 
basis before reduction for past depreciation. 
Taxpayers who use item-property accounts 
may compute depreciation under either the 
basic plan or the remaining life plan; other 
taxpayers are to use the remaining life 
plan unless they obtain the consent of the 
Commissioner to use some other plan. 
While salvage values have to be recognized, 
they usually will not have a_ significant 
effect on the rate of recovery unless they 
substantially exceed nominal amounts or 
scrap values. 


The recovery under the digits method is 
more than under the declining-balance method 
after the second year of life. It is only 
slightly more in the early years, but in 
later years it becomes quite significant. For 
example, in the case of property with a life 
of ten years, the recovery at the end of six 
years would be 82 per cent under the digits 
method, and only 74 per cent under the 
declining-balance method. This assumes, of 
course, that estimated salvage values are nom- 
inal. Where salvage values are high, the 
declining-balance method may produce a 
faster recovery. 


The digits method seems to be partic- 
ularly favorable where item-property ac- 
counts are used. If group or class accounts 
are used, the retirement of part of the 
property before the end of its normal useful 
life will result in some extension of the 
recovery period; however, the additional 
period of recovery will not be as long in 
most instances as it would be if the declin- 
ing-balance method were being used under 
the same circumstances. 


The reason for the extension is that an 
early retirement will result in lengthening 
the remaining life of the property not yet 
retired. The proposed regulations require 
that the remaining life is to be redetermined 
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each year when the remaining life plan is 
used for group or class accounts. The 
redetermination may be made by analysis, 
which would be impractical in most cases, 
or by an arithmetic computation based 
upon the unrecovered basis of the account 
as computed by using straight-line deprecia- 
tion. The computation is to be made by 
dividing this unrecovered basis by the gross 
basis and multiplying the result by the 
average life for the account. The theory 
of the computation is that the original esti- 
mated life is an average and, therefore, 


early retirements must operate to extend 
the life of the assets not yet retired. 


While the proposed regulations would 
permit the use of some other plan for 
group or class accounts if it is approved 
by the Commissioner, it is unlikely that 
any plan would be approved if it did not 
provide for some extension of the recovery 
period in the event of early retirements. 

Whether or not this feature represents 
a serious disadvantage depends on the cir- 
cumstances. It should not be serious if re- 
tirements ordinarily are not made before the 
approximate end of the useful life, which 
could be the case if group accounts are 
maintained by years. Any decision as to 
this problem should be made only after a 
careful study of the retirement pattern. 


Other methods.—The Code also permits 
the use of any other consistent method that 


does not result in more depreciation during 
the first two thirds of life than would be 
allowable under the declining-balance method. 
This provision has been frequently ignored 
when the new methods have been considered. 

If a well-designed system of declining 
straight-line rates were acceptable to the 
Internal Revenue Service, it could permit 
recovery of cost almost as rapidly as the 
declining-balance or digits methods and, at 
the same time, could avoid the problems 
inherent in those methods. Under this sys- 
tem a series of different depreciation rates 


would be applied to the property basis. The 
rates would be reduced in steps every few 


years. Except for the rate pattern, the sys- 
tem would operate under the general rules 
applicable to straight-line depreciation. Thus, 
there would h- no problem of a large 
unrecovered Ddasis with the accompanying 
necessity of changing in midstream to straight- 
line depreciation, as under the declining- 
balance method, and there would be no 
complicated computations, as under the 


digits method. 


As an example, a system of declining 
straight-line rates applied to property with 
a ten-year life might provide for the use 
of a 15 per cent rate in the first three 
years, 10 per cent in the next two years, 
and 7 per cent in the last five years. The 
recovery under this system as compared 
with the recovery under the declining 
balance and digits methods would be: 


Declining 


Declining- Straight- 

Balance Method — Digits Method Line Rates 
At the end of three years 49% 49% 45% 
At the end of six years 74%» 82% 72% 
At the end of eight years 83% 94% 86% 


There is no certainty at the present time 
that the rate pattern described would be 
accepted by the Service as having the 
necessary attributes of an “other” method. 
It is offered merely as an example of what 
might be done, Any taxpayer who wants 
to use an “other” method because the de- 
clining-balance or digits methods present 
serious problems should discuss the pro- 
posed method with the Service unless it is 
some generally recognized method, such as 
the sinking-fund method. 


Some Problems in Application 
of New Methods 

In this review and discussion of the 
general principles involved in the selection 


Depreciation 


of one of the methods, the technical prob- 
lems have been generally ignored in order 
to avoid undue confusion. However, there 
are some important problems in the appli- 
cation of the new methods. While the 
language of the Code itself is relatively 
simple and easy to follow, a number of 
difficulties have arisen in its interpretation. 


The proposed regulations on deprecia- 
tion, the first to be issued under the new 
Code, were published initially on September 25, 
1954. There were so many protests against 
some of the provisions and so many areas 
of disagreement developed that a new set 
of proposed regulations was published on 
November 11, 1955. 
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First year’s depreciation of additions.— 
The proposed regulations have restricted 
the established practice of computing de- 
preciation on additions at one half of the 
normal rate for the first year. This practice, 
which is described as the “averaging con- 
vention,” would be usable in the future only 
for multiple asset accounts, such as group 
accounts. 


While there may be some technical justi- 
fication for denying the use of the practice 
to taxpayers who use item accounts, the 
position taken is unwarranted from a prac- 
tical viewpoint. The practice of applying 
one half the normal rate to additions was 
originally developed in the field as a matter 
of convenience. It was not actually sanc- 
tioned by the Regulations under the 1939 
Code but it was used for many years. 
There seems to be no reason to abandon 
it as long as its use is not permitted when 
it would result in substantial distortion of 
depreciation allowances. 


Other methods — declining straight-line 
rates.——A question still exists as to what 
characteristics must be present before a 
system of computing depreciation can qualify 
as an “other” method. In other words, 
what is meant by the word “method”? The 
Code indicates only that an “other method” 
must be applied consistently and that it must 
not result in accumulated depreciation in the 
first two thirds of life greater than would 
be allowed under the declining-balance method. 


It has not been made clear that the use 
of any system of declining straight-line 
rates, such as the one described earlier in 
this article, would be accepted. It soul 
qualify because it is a “method” in the sense 
that it follows an orderly, predetermined 
pattern applied consistently. While it might 
be contended that qualification as a “method” 
should be limited to a systematic scheme 
that logically follows from specific theories 
or assumptions as to depreciation, this re- 
strictive interpretation is not supported by 
the Code and the related committee reports. 

Even the test of reasonableness that has 
been added by the proposed regulations 
does not seem supportable. The Code spe- 
cifically states that another method produces 
a reasonable allowance if it is consistent 
and comes within the prescribed limitation 
based on the declining-balance method. 
However, it would be advisable to discuss 
the reasonableness of any nonstandard 
method with the Internal Revenue Service 
until the matter has been clarified. 
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December 31, 1953 cut-off.—There has 
been some concern as to what extent the 
new methods can be applied.to property 
that was in the process of construction or 
acquisition at December 31, 1953, The 
Code states that the new methods are 
applicable to “that portion of the basis 
attributable to construction” after that date 
or to new property acquired and first used 
after that date. 


The treatment of materials on hand at 
December 31, 1953, and used thereafter 
in a construction project has now been 
clarified in the proposed regulations. Whether 
these materials are new or used, they will 
be treated as part of the cost of property 
allocable to construction after 1953, 


There may be a question as to whether 
property in the process of construction 
under contract at December 31, 1953, but 
not actually acquired at that time, should 
be dealt with as an acquisition, which 
would mean complete qualification, or as 
construction, which would mean only partial 
qualification. The answer depends upon 
whether the two elements of the qualifica- 
tion are considered to be overlapping or 
whether they are mutually exclusive. 


The proposed regulations take the posi- 
tion that additions come within the con- 
struction category if the work is done for 
the taxpayer in accordance with his specifi- 
cations. Thus some types of property would 
be treated as partially constructed before 
December 31, 1953, even though not actually 
acquired until after that date. To this 
extent the construction element of the quali- 
fication is viewed as overlapping the acqui- 
sition element. There is no direct support 
for this position in the wording of the 
Code, but it seems to be a _ reasonable 
interpretation of the intent of Congress 
with respect to the new depreciation methods. 


Capital gains—The new methods have 
been locked upon by some observers as 
providing an easy way of creating capital 
gains through depreciation. While some 
capital gains might be created and go 
unchallenged, taxpayers who make a con- 
certed effort along these lines should be 
prepared for stiff resistance from the In- 
ternal Revenue Service. 


Ordinarily, if the search for capital gains 
becomes too intense, the Service can exer- 
cise control by adjusting salvage values. 
This is still possible under the digits 
method, bute it is questionable whether 


salvage value can be injected into the 
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declining-balance method to reduce depre- 
ciation allowable. Salvage value does not 
enter into the computations under that 
method and the Code specifically states 
that the term “reasonable allowance” shall 
include an allowance computed under that 
method. However, it is the position of the 
Service that, while a reasonable allowance 
includes an allowance computed under the 
declining-balance method, no allowance is 
reasonable if it reduces the basis of prop- 
erty below salvage value. Thus, the Service 
will attempt to stop depreciation at the 
point where salvage value is reached if it 
believes that the circumstances warrant this 
approach. 


Salvage and useful life-—There is an im- 
portant change in the latest proposed regu- 
lations in the increased emphasis that has 
been placed on salvage and useful life and 
their effect on depreciation allowances. 
Neither concept was even discussed in the 
regulations under the 1939 Code, but the 
new proposed regulations not only define 
and discuss salvage and useful life but 
emphasize their importance in the determi- 
nation of depreciation allowances. Further- 
more, the widespread past practice of relying 
primarily on normal useful life and salvage 
value based upon retirement at the end 
of that life has been rejected in favor of 
determinations based upon the taxpayer's 


experience. 


If these parts of the proposed regulations 
were directed only at possible abuses of 
the new depreciation methods, there would 
be no reason to take exception to them. 
However, as they are now written they 
could be used in an attempt to upset estab- 
lished depreciation practices and to remove 
to some extent the benefits reasonably ex- 
pected from the use of the new depreciation 
methods. Any such development would 
urdoubiediy be accompanied by a substan- 
tial increase in depreciation controversies 
because the interpretation of past experi- 
ence can be subject to substantial differences 
of opinion. 

These potentially undesirable effects prob- 
ably were not intended. Several years ago 
the Internal Revenue Service announced 
that it would follow a policy of not seeking 
depreciation adjustments where a taxpayer’s 
depreciation practices are consistent and 
do not result in depreciation allowances 
that are clearly in error. This policy has 
been restated briefly in the proposed regu- 
lations and there is no reason to expect 
that it is to be abandoned. 


Depreciation 


Another aspect of the useful life problem 
is that the proposed regulations require 
the use of the maximum expected useful 
life where depreciation is computed on indi- 
vidual assets. This is inconsistent with other 
statements made as to the meaning of useful 
life and it has no reasonable justification 
other than the difficulty of establishing the 
life that may be reasonably expected for 
each asset. It is also incompatible with 
the general principle that a reasonable al- 
lowance for depreciation should be permitted. 


Reporting Change 
in Depreciation Methods 

This analysis of the problems involved 
in the adoption of the new depreciation 
methods would not be complete without 
some discussion of how the matter should 
be treated in the financial statements of a 
company that makes the change. A state- 
ment of the related accounting principles 
was made in October, 1954, by the Committee 
on Accounting Procedure of the American 
Institute of Accountants in its Accounting 
Research Bulletin No. 44. 

Where the change is made for general 
accounting purposes, it should be disclosed 
in the notes to the financial statements 
(or in the statements themselves) in the 
year in which it is made. This disclosure 
should also indicate the effect of the change 
on net income or on the depreciation pro- 
vision for the year, or it should indicate 
that the change has not had a material 
effect on operations if that is the case. 
The treatment in this respect is no different 
than for any other change in the consistent 
application of generally accepted accounting 
principles. The accountant who reports on 
the financial statements will ordinarily refer 
to the matter in his certificate as an ap- 
proved change. 


This assumes, of course, that property 
and the related depreciation are material in 
the company’s business. If the change 
will not have a material effect on the results 
of operations, either at the time it is made 
or at some time in the future, it need not 
be disclosed. Even though the effect will 
not be material until later years, it is pre- 
ferable to make the disclosure at the time 
of change rather than wait for the future 
time when the effect becomes material. 


If the depreciation method is changed for 
tax purposes only, there may be a question 
as to whether the related tax reduction 
should be deferred in the accounts. This 
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Some Further Comments 
About Trust Income Taxation 
Sir: 

In an article in the December, 1955 
issue of Taxes—The Tax Magazine, Austin 
Fleming made a number of suggestions for 
revision of the provisions of the Internal 
Revenue Code of 1954 relating to the in- 
come taxation of estates and trusts (Sub- 
chapter J). Mr. Fleming’s suggestions were 
based largely on the practical experience of 
corporate trustees in administration of trusts 
and estates under the Code. My comments are 
intended to present additional suggestions 
largely from the standpoint of difficulties 
encountered in draftsmanship. 


Section 663(a)(1).—There is excluded 
from distributed income an amount “prop- 
erly paid or credited as a gift or bequest 
of a specific sum of money or of specific 
property and which is paid or credited all at 
once or in not more than 3 installments.” 
The words “to be” should be inserted before 
“paid or credited.” The terms of the gov- 
erning instrument rather than the practicali- 
ties or the vagaries of the trustee or executor 
in making distributions should determine 
taxability. Otherwise, if a bequest of a spe- 
cific sum of money is, for practical reasons, 
made in four installments rather than all at 
once, not only will the fourth installment 
be treated as taxable income to the recipient, 
but so will the first three as well. 


Section 663(a)(3).—This subsection affects 
Section 651, although the title of the section 
refers only to Sections 661 and 662. It 
should perhaps be repeated in Section 652. 


Section 665(b).—This subsection contains 
various exceptions to the throw-back rule, 
as follows: 

(1) Amounts accumulated before a bene- 
ficiary reaches 21. 


(2) Amounts distributed to meet emer- 
gency needs. 
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(3) Amounts distributed under a pre-1954 
trust in not more than four installments 
upon the beneficiary's attaining specified ages. 

(4) Amounts distributed “as a final dis- 
tribution . . . made more than 9 years after 
the date of the last transfer to such trust.” 


The application of these exceptions to 
various factual situations produces various 
arbitrary distinctions and anomalies, These 
results are intensified by the interplay be- 
tween this section and the exception in 
663(a)(1), referred to above, relating to a 
bequest of a sum of money paid in not more 
than three installments, which also produces 
an exception to the throw-back rule. In con- 
sidering these provisions, it should be borne 
in mind that perhaps 95 per cent of all trusts 
are created by will, or by revocable trust 
agreements serving the purpose of wills, 
rather than by irrevocable inter-vivos instru- 
ments. It should also be borne in mind that 
these trusts generally follow well established 
patterns based on family circumstances, and 
that the terms of certainly a majority of 
them are not dictated primarily with tax 
considerations in mind. Under the statu- 
tory rules, the following anomalies are pre- 
sented (assuming in each case discretionary 
powers in the trustee to accumulate or dis- 
tribute income): 


(1) If a trust of $300,000 is created, with 
a direction that $100,000 be distributed to 
the beneficiary at each of the ages 25, 30 
and 35, the trust will presumably be exempt 
from the throw-back rule under Section 
663(a)(1). On the other hand, if the trust 
follows a much more no-~ *! pattern and 
distributions are directed vu .v third of the 
trust corpus at each of the three specified 
ages, the throw-back rule will apply. 

(2) If a trust is created under a will for 
each of the testator’s children, with princi- 
pal directed to be distributed at age 35, the 
throw-back rule will apply to a beneficiary 
who happens to be 26 years old on the date 


of the testator’s death but not to one who 
is 25. 
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(3) On the other hand, if a much more 
unusual and less reasonable trust were created 
directing distribution of each trust ten years 
after the date of the testator’s death, the 
throw-back rule would not apply to either 
trust. 


(4) If a trust is distributable upon the 
death of a life beneficiary, whether the 
throw-back rule applies will depend upon 
two accidents: first, upon whether the death 
happened to occur more than nine years 
after the testator’s death, and second, whether 
the remainderman happened to be a minor. 


(5) Subsection 665(b)(4) makes taxability 
depend upon whether or not a distribution 
is made more than nine years after the last 
transfer to a trust. The taxability of income 
resulting from previous transfers should not 
be made to depend upon the accident of a 
subsequent transfer which might be entirely 
incidental in amount. 


The foregoing results are reached because 
the draftsman of the statute had in mind, 
first, primarily unusual trusts created to 
meet particular tax situations, rather than 
typical trusts, and second, the exceptional 
irrevocable inter-vivos trust rather than the 
usual testamentary or revocable trust. The 
effect is that the testator who, unintention- 
ally or through lack of competent advice, 
follows a normal pattern of distribution will 
find that his beneficiaries will be penalized 
as against those of a testator who follows 
sophisticated and artificially tax-conscious 
advice. This, to say the least, is not an ideal 
state of affairs. It is suggested that some- 
thing like the following be substituted for 
the four exceptions in Section 665(b): 


“(1) Amounts paid out for emergency 
needs (present exception 2). 


“(2) Amounts properly paid or credited to 
a beneficiary upon the death or remarriage 
of another beneficiary; or upon such bene- 
ficiary’s attaining a specified age or ages if 


“(A) the total number of such distribu- 
tions cannot exceed 3 with respect to such 
beneficiary, and 

“(B) the period between such distributions 
to such beneficiary is five years or more, 
provided that in the case of an irrevocable 
inter-vivos trust, the foregoing shall apply 
only to distributions made more than nine 
years after the date of the creation of the 
trust. (For the purpose of this subsection 
each transfer to a trust shall be treated as 
the creation of a separate trust).” 


Section 674.—This section sets forth three 
permitted degrees of discretionary powers 


Acq. and Non-acq. 


over distributions of income and corpus, de- 
pending upon the composition of the panel 
of trustees. Further, a subdivision is made 
in one of the degrees in requiring differing 
standards over distribution of principal and 
distributions of income. Finally, there are 
six exceptions to these four degrees. The 
result is a complexity which neither the 
Service nor standards of fairness requires. 
It is only by accident that the unsophis- 
ticated grantor will reach the correct result. 
The well-advised grantor is needlessly re- 
quired to walk a tight rope. It is suggested 
that, in the interests of simplification, first, 
the exception in Section 674(d) be eliminated ; 
second, the exception in Section 674(c) be 
extended to all trustees other than the 
grantor or his spouse living with him, and 
third, the exception in 674(b)(6) be restated 
to conform to the rules in 674(b)(5). 


Under each of the exceptions in Section 
674 appears the statement “a power does 
not fall within the powers described in this 
paragraph if any person has a power to add 
to the beneficiary or beneficiaries or to a class 
of beneficiaries designated to receive the in- 
come or corpus, except where such action 
is to provide for after-born or after-adopted 
children.” This sentence was presumably 
intended to meet a very rare situation, in 
which the grantor or some supposedly sub- 
servient person is given a substantial power 
to change the beneficiaries of the trust. 
However, it has unfortunate reprecussions 
upon a very common type of trust. It is 
very frequently provided that an income 
beneficiary shall have a power of appoint- 
ment over the corpus of a trust upon his 
death, which may be exercisable either by 
will or by an inter-vivos instrument. It is 
common to designate as permissible objects 
of such a power the descendants of the 
grantor, and their spouses, including the 
beneficiary’s spouse, with a remainder in 
default to the descendants of the benefi- 
ciary or, if none, to the grantor’s descendants. 
The beneficiary may be given a power to 
appoint among some other class than the 
remaindermen in default of appointment. It 
is ridiculovs that the possession of such a 
power by the beneficiaries should affect the 
taxability of income to the grantor, but 
taken literally it can be argued that this is 
the result which the statutory language pro- 
duces, since the holder of the power can 
add to the class of remainderman in default 
of appointment. It is suggested that the 
offending language be removed entirely. As 


an alternative, the following could be added 
to Sectiém 672(a): 


67 





“A power of appointment in a beneficiary 
over all or any part of the income of a 
trust of which he is a beneficiary, whether 
the power is general or special, whether it 
is exercisable by will or by inter-vivos in- 
strument, and whether or not it can be 
effective only after his death, shall be con- 
sidered a power held by an adverse party, 
and shall not for the purposes of Section 
674 be considered to be a power to add to 
the beneficiaries designated to receive the 
income or corpus.” 

One of the exceptions in Section 674(b) 
relates to a power to appoint by will. This 
exception should be extended to include a 
power exercisable by an inter-vivos instru- 
ment to the extent that it affects a disposi- 
tion which otherwise would be made after 
the death of the holder. The practical con- 
sequences of the two types of powers are 
the same, and the taxability should not be 
made to depend upon formalities. 


The meaning of the next-to-the-last sen- 
tence of Section 674(b)(6) is not clear in 
two respects. First, it is not clear whether 
the word “appointees” requires a general 
power of appointment, or whether a limited 
power will suffice. Second, it is not clear 
whether there must be a power, with desig- 
nated alternate takers in default of appoint- 
ment, or whether there may simply be a 
designation of alternate takers if the pri- 
mary beneficiary does not survive. 


In general, Section 674 begins by stating 
that the income of all discretionary trusts 
is taxable to the grantor, and then sets forth 
a number of exceptions. This is poor stat- 
utory draftsmanship. An effort should be 
made to state the circumstances of taxa- 


bility in a simple and affirmative manner. 


Section 675(2).—The parenthetical words 
“other than the grantor” are both ambigu- 
ous and a trap. General lending powers are 
frequently included in the fine-print boiler- 
plate of a trust instument. The mere exist- 
ence of such a power should not affect the 
taxability of the trust property, particularly 
in view of the next subsection which sub- 
jects the grantor to a tax if he has in fact 
borrowed any trust property. This is of 
particular importance if the -parenthetical 
phrase means “other than the grantor or 
a group of one or more trustees which in- 


cludes the grantor.” 


Sections 671, 677 and 678.—First, Section 
677(a) provides that the grantor shall be 
treated as the owner of any portion of a 
trust whose income may be distributed to 
him. Taken literally, if the grantor retained 
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an interest in income only, he would still 
be taxable on capital gains. 


Second, Section 678(a) provides that a 
person other than the grantor shall be treated 
as the owner of any portion of a trust with 
respect to which he has a power to vest the 
corpus or income in himself. A_ similar 
problem arises under this section. There 
are trust instruments of the Mallinckrodt 
type which, instead of containing a direction 
to pay incume to a beneficiary, give the 
beneficiary the right to demand that it be 
paid to him, with any income not demanded 
to be added to principal. Under this sec- 
tion, taken literally, a beneficiary with such 
a right to demand current income would 
be taxable on capital gains. 


Third, there are also trusts of the Hallo- 
well type similar to Mallinckrodt trusts ex- 
cept that the right to demand is not exer- 
cisable until after the end of the trust's 
taxable year. If the right to demand income 
in a Hallowell trust is exercised, the income 
of the previous year would presumably be 
taxable to the beneficiary by operation of 
the throw-back provisions. Under the 1942 
act, if the right was not exercised, the in- 
come would probably still be taxable to the 
beneficiary under the 65-day rule. Under 
the 1954 Code it seems to me far from clear 
that the income subject to such a power, 
which is not exercised, would be taxable to 
the beneficiary, although such a result would 
be consistent with the scheme of the statute. 


While specific amendments could be de- 
vised to meet the three criticisms set forth 
above, it seems to me that more fundamen- 
tally the defects to which they refer are 
based upon the adoption of the “treated as 
the owner” principle. The defects could be 
avoided if the operation of this principle 
were confined to Section 676 (revocable 
trusts) and if Sections 677 and 678 provided 
in substance that any income subject to, or 
derived from principal subject to, the powers 
therein referred to would be treated as in- 
come required to be distributed currently 
for the purposes of the preceding sections 
of the subchapter. 


Section 678.—The inadvertent inclusion of 
the words “or trustee” in subsection (c) has 
been adverted to a number of times. They 


should be removed. 


Section 642(h).—Mr. Fleming points out 
that the Code, as amplified by the Com- 
mittee Report, appears to give considerable 
latitude to trustees in determining when a 
trust is to be considered as distributed. 
This is undesirable for two reasons. First, 
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it permits an undesirable amount of jug- 
gling. Second, it imposes upon trustees an 
administrative duty of determining what 
year of distribution would be of the greatest 
tax advantage to the beneficiaries. The op- 
eration of the tax law should be, insofar 
as possible, independent of the administra- 
tive action of fiduciaries. It is suggested 
that Section 642(h) be amended by adding 
a sentence to the effect that a trust shall 
be considered to have terminated when the 
beneficiaries have become entitled to receive 
the trust property, subject only to continu- 


ing powers of the trustee with respect to 
distribution. 

Sections 652(c) and 663(c).—Mr. Fleming 
points out the desirability of extending the 
separate-share rule to estates, for the pur- 
pose of determining distributable income, It 
should also be made clear that the separate- 
share rule extends vertically in time, so that 
if a trust is created to give the income to 
A for life and then to B for life, a new trust 
will be considered to come into existence 
upon A’s death. In this connection it should 
be pointed out that under Section 652(c), 
if such successive trusts are not considered 
to be separate trusts, and if such a trust is 


CONSIDERATIONS IN BUSINESS 


Continued from page 44 


In this type of contract, the favorable 
conditions are the fact that the lessor is in 
the business of leasing property,” that the 
rentals are based on usage, that periodic 
termination is permitted by either party, 
and that the option, if any, was not keyed in 
any way to the rentals paid. 


While it is assuring to know that these 
two classifications of leasing arrangements 
are to be treated as true leases, it is doubt- 
ful that anyone gave any serious thought 
to the possibility that they might be given 
any other treatment. These examples of 
true leases are quite different in nature 
from the examples of sales given in the 
rulings. While the examples of leases would 
appear to be unquestionably and _ safely 
leases, the illustrations which are treated as 
sales in the rulings are borderline cases or, 
if they are across the line, they are still very 
close to it. In other words, the rulings 
seem to give a somewhat distorted picture 
of the leasing area: The types which are 
ruled safe are “safe by a mile,” and those 

*® Attention is called to the fact that the lessor 
in the case considered by Rev. Rul. 55-542 was 


an insurance company; and the Service. as an 
additional ground for concluding that a sale 
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on a taxable year different from that of the 
beneficiary’s, income distributed to the first 
life tenant in the year of his death would 
apparently entirely escape taxation. 


Sections 661 and 662.—Serious considera- 
tion should be given to abolition of the tier 
system. It presents numerous opportunities 
for “tax planning” of an undesirable sort. 
For instance, a will can provide that the 
income shall be payable to the testator’s 
children, and that his spouse shall be paid 
specified sums from principal in each year. 
If the spouse is in high tax brackets, and 
the children in low tax brackets, this ar- 
rangement would have the effect of giving 
the spouse tax-free income in each year. It 
is suggested that in lieu of the tier system, 
the concept be adopted that any periodic 
distributions be considered to be distribu- 
tions of income. 


Sections 651 and 652.—It is suggested 
that the distinction between simple trusts 
and complex trusts be eliminated. It serves 
no purpose and only adds complexity to 
the statute. 

James P. JoHNSON 
CHICAGO, ILLINOIS 


LEASE ARRANGEMENTS— 


which are called out are at most “the um- 
pire’s choice.” 

Nevertheless, the Internal Revenue Serv- 
ice has performed a very important service 
to the taxpayer in making known its posi- 
tion in this important area. Assurance is 
given that certain leases are still leases and 
that not all options are bad. The fact that 
generally the position taken is “tough” only 
adds to the necessity for its early publica- 
tion. While the rulings may slow down 
the number of borderline leases entered into, 
and disturb some past expectations, they may 
have the altogether desirable effect of mak- 
ing the businessman a lot more cautious 
about these lease arrangements. I trust 
that most persons would agree that the 
leasing arrangement has been somewhat 
oversold in recent years. These three rules 
are the inevitable result of this. For the 
future, the taxpayer can profit from them 
by being extremely cautious about including 
in his lease transaction any of the conditions 
listed in the rulings. [The End] 


was involved, suggested that it would be un- 
reasonable to assume that the insurance com- 
pany would go into the leasing business. 
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Books 


International Treaty Data 


International Tax Agreements (Volume V). 
Fiscal Division, Department of Economic 
Affairs, United Nations, New York. 1954. 
480 pages. $3. 

This volume is prepared by the Fiscal 
Branch of the Bureau of Economic Affairs 
of the United Nations. The volume pre- 
sents comprehensive information in tabular 
form on the status of all international agree- 
ments, including those under negotiation, 
for the avoidance of double taxation and 
the prevention of fiscal evasion. 

It is intended to continue this series by 
the periodic publication of further volumes 
containing the texts of new tax agreements 
as well as up-to-date information on the 
status of all such agreements. 


This volume fits into the series and con- 
tains data not to be found in some of the 
previous volumes, and at the same time 
partially revises some of the data to be 
found in the earlier volumes. 


Pension Planning 


Pensions: Problems and Trends. Edited 
by Dan M. McGill. Richard D. Irwin, Inc., 
Homewood, Illinois. 1955. 211 pages. $4.50. 


This volume is the sixth and latest in a 
series of publications designated as ‘““Hueb- 
ner Foundation Lectures” under the spon- 
sorship of the S. S. Huebner Foundation for 
Insurance Education, operated by the Uni- 
versity of Pennsylvania. The book, as indi- 
cated by its title, is concerned with one of 
the major economic, social and _ political 
forces confronting the nation today—the 
growing superannuated population resulting 
from constantly lowering mortality rates 
coupled with modern employment practices. 
Probably one of the most critical problems 
created by this outgrowth is that of providing 
a measure of economic security for the aged. 
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As a compilation of addresses by eminent 
authorities, this volume presents the char- 
acteristics, trends, problems and implica- 
tions of private pensions as one of the most 
promising approaches to the goal of old- 
age economic security. Although the main 
emphasis is centered on private pensions, 
public retirement plans are not ignored, and 
the interrelationship of public and private 
pension plans including the Federal Social 
Security Act are examined. 

The forces underlying the private pension 
movement are discussed at length and the 
tax man will be interested particularly in 
the chapter analyzing the influence of fed- 
eral tax policy. This chapter discusses the 
“why” of pension plans and annuities, the 
early tax policy, the present law with re- 
gard to requirements for qualification, de- 
ductibility of employer contributions and 
taxability of benefits to employees, and the 
effect of tax policies. 


The last chapter in the volume presents 
a comparison of American and foreign pen- 
sion planning which is very interesting reading. 

A topical index at the back of the volume 
makes the contents readily available by subject. 


Federal Tax 


Seidman’s Legislative History of Federal 
Income and Excess Profits Tax Laws. J. S. 
Seidman. Prentice-Hall, Inc., 70 Fifth Ave- 
nue, New York 11, New York. 1954. Two 
volumes, 1,844 pages. $50 ($25 per volume). 

This book seeks to make readily available 
to all interested persons everything of inter- 
pretive significance in the legislative history 
of the federal income and excess profits tax 
laws from 1939 to date. 

Starting from the premise that our federal 
income and excess profits tax laws are far 
from clear, the author believes that to find 
out just what they mean their legislative 
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history must be examined to find the Con- 
gressional intent. 


The book takes up each Code section in 
chronological order. Provisions having no 
legislative history are omitted. As an added 
convenience, the book contains references, 
at each Code provision, to the pages in the 
previous editions of this author’s work go- 
ing back to the beginning of income tax 
legislation in 1861. 


The book contains an act section index, 
a Code section index and a subject index. 
There are also two Code cross-reference tables, 
from the 1939 Code to the 1954 Code and 
from the 1954 Code to the 1939 Code. 


USA, Inc. 


Controlling Government Corporations. The 
Tax Foundation, Inc., 30 Rockefeller Plaza, 
New York 20, New York. 1955. 43 pages. 


This study contains useful data on the 
many federal government-controlled corpo- 
rations. 


Efforts to tighten fiscal controls over 
government corporations began as early as 
1936. Major legislation was enacted in 1945 
in the form of the Government Corpora- 
tion Control Act, but this legislation did 
not materially improve annual Congressional 
control of expenditures by corporations. 
The act’s major achievements were in pro- 
viding Congress with the opportunity to 
know about corporations and with tools 
for better fiscal management. Nevertheless, 
recent Congressional hearings and reports 
on the programs of the Commodity Credit 
Corporation and the unincorporated Federal 
Housing Administration (which also comes 
under the Control Act) indicate that control 
is not adequate. 


For Better Meetings 


Basic Principles of Parliamentary Law and 


Protocol. Marguerite Grumme. Marguerite 
Grumme, 3830 Humphrey Street, St. Louis 
16, Missouri. 1955.. 68 pages. $1. 


BILL OF RIGHTS NOT REPEALED 
Continued from page 18 


It must, therefore, be concluded that 
when analyzed in the light of its own 
record, the position taken by the parties, 
and the general body of decided cases, the 
Beard case has neither extended the “public 
records” doctrine to the personal books and 
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Available to 


Regular Subscribers Only 


Address inquiries to 
UNIVERSITY MICROFILMS 
313 North First Street 
Ann Arbor, Michigan 





Want to run your meeting correctly? 
According to Hoyle? (We should say accord- 
ing to Grumme.) Marguerite Grumme—a 
registered parliamentarian—has prepared this 
unique pocket-sized, handy guide for the 
expert and a boon for the beginner. 


Parliamentary law is, as you know, the 
procedure by which we all try to conduct 
our meetings, whether they be that of our 
business club, union.or PTA. In such 
meetings, the Chair and other presiding 
officers are faced with questions and rules 
of procedure in the handling of motions, de- 
bates and voting. At times like these, this 
little book is a great help. 


Dean Griswold's Case Book 


Cases and Materials on Federal Taxation. 
Erwin N. Griswold. The Foundation Press, 
Inc., Brooklyn, New York. Fourth edition, 
1955. 1,030 pages. $9. 


This latest edition of the case book has 
been revised to reflect the law of the 1954 
Internal Revenue Code where necessary. 


FOR TAXPAYERS— 


records of an individual taxpayer nor has 
it stated any new rule relating to the silence 
of the taxpayer defendant and his failure to 
produce books and records. Any other 
reading of the case patently errs in failing 
to consider its background. [The End] 
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Articles 


Net Worth Income Determination 


This is a review of “The Net Worth 
Approach in Determining Income,"’ by 
Leslie Mills. Virginia Law Review, No- 
vember, 1955. 


The author is a partner, Price Water- 
house & Company. 


New and definite rules for applying the 
net-worth method of determining income 
are provided by four decisions of the United 
States Supreme Court handed down De- 
cember 6, 1954. These cases are: U. S. v. 
Calderon, 348 U. S. 160; Smith v. U. S., 348 
U. S. 147; Friedberg v. U. S., 348 U. S. 142; 
and Holland v. U. S., 348 U. S. 121. 


This article makes a study of these new 
rules, correlating them with the many inter- 
pretations now being made by the lower 
courts and the Tax Court. The new rules, 
as described by the article are (1) “the net 
worth method is not a ‘method of account- 
ing’ as that term is used in Section 41;” 
(2) “it is sufficient for the government to 
prove a likely source for the net worth 
increases which have been ascertained;” (3) 
“the government is not required to disprove 
specifically the existence of every possible 
source of nontaxable income, such as gifts, 
inheritances, and tax-exempt interest;” (4) 
“the establishment of the taxpayer’s net 
worth at the beginning of the period under 
consideration with reasonable certainty” is 
essential; and (5) “if the evidence of a de- 
ficiency in each separate year, while definite, 
is not in itself sufficient to support the 
charge but requires corroboration, deficien- 
cies are considered to have been proved in 
each of the years if the corroborative evi- 
dence merely shows a deficiency for the 
period as a whole.” 

The new rules seem to be all on the side 


of the government. What are the practical 
effects to the taxpayer? 
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Digests and Comments 
from Other Periodicals 


e « « Staff Prepared 


The article reports a general agreement 
that the two essentials in establishing un- 
reported income by the net-worth method 
are the beginning net worth and a showing 
of taxable income sources. 


Points upon which it may be possible to 
attack the opening net-worth statement pre- 
pared by a government agent are presented. 
These include the showing of the existence 
of omitted assets, such as bank accounts, 
brokers’ accounts, securities or jewelry. 
Unexplained bank deposits included as in- 
come in the government’s statement may be 
explained by a showing that the taxpayer 
visited his safe deposit box immediately 
before the deposit was made. 


The article also points out methods of 
disproving the government’s determination 
of taxable income from the increase in net 
worth during the period in question. Pos- 
sible receipts of the taxpayer which would 
not be taxable income include gifts, inher- 
itances, borrowings, loan repayments, re- 
coveries in litigation, veterans’ bonuses, 
insurance proceeds and nontaxable interest. 
The ending net-worth statement may in- 
clude property held by the taxpayer for 
others that is not a part of his assets. 


The article cautions taxpayers on the 
making of statements to revenue agents. 
Such statements are often the most im- 
portant element in the government’s case. 
They provide the government with a start- 
ing point for the establishment of proof of 
tax avoidance. Never make a statement to 
an agent is the best rule. Do not submit 
a net-worth statement or confirm one pre- 
pared by an agent. Always insist on the 
incorrectness of the statement prepared by 
the agent. It virtually always is incorrect, 
according to the article, since even the tax- 
payer finds it practically impossible to re- 
construct in retrospect his net worth with 
complete accuracy. 
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Emasculation of Section 102 


This is a review of “Revision of the 
Internal Revenue Code and Section 
102,” by James K. Hall. National Tax 
Journal, September, 1955. 


The author is a professor of economics, 
University of Washington. 


“In the light of the alterations made in 
the Accumulated Earnings tax as compared 
with its predecessor, Section 102, the con- 
clusion that the tax has been reduced to a 
level of general impotency, is hard to 
escape,” states the author of this article. 


The article surveys the testimony on 
Section 102 presented to the Ways and 
Means Committee of the House of Repre- 
sentatives during hearings conducted by 
it in 1953 preparatory to revising the 1939 
Code, and then takes up the changes ef- 
fected in Section 102, which relates to the 
unreasonable or improper accumulation. of 
corporate surplus, by renumbered Sections 


531-537 of the 1954 Code. 


Regarding the shift of the burden of 
proof as to the reasonableness or unreason- 
ableness of surplus accumulations from the 
taxpayer corporation to the Commissioner, 
the author forsees possible serious enforce- 
ment consequences. In the author’s words: 
“The legislative history of the Section pro- 
vides rather overwhelming evidence that 
its limited enforcement by the Internal 
Revenue Service waited largely on the en- 
actment of the Revenue Act of 1938 and the 
placing on the taxpayer of the burden of 
proof.” The Treasury, prior to 1938, ex- 
perienced difficulty in proving intent or 
purpose to avoid the personal tax through 
corporate surplus accumulations. Evident- 
ly, the taxpayer experienced as great dif- 
ficulty in disproving a purpose of avoidance 
following the 1938 act. Whether or not the 
“door to personal tax avoidance” has been 
opened by the amendment remains to be 
seen. The ensuing enforcement record of 
the accumulated earnings tax will provide 
evidence on this point, according to the 
author. 


The author forsees considerable oppor 
tunity for personal tax avoidance under 
Section 535(c), which establishes an ac- 
cumulated-earnings credit for corporations, 
other than mere investment or holding 
companies, in whatever amount of the 
retained earnings may find justification in 
the “reasonable needs of the business,” but 
in no case less than $60,000. The Internal 
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Revenue Service faces an administrative 
problem of determining the dividing line 
between retained earnings which are reason- 
able and those which are not. Since it is 
only those which are unreasonable which 
now form the tax base for taxing accumu- 
lated earnings, the effective rate of the tax 
has been substantially reduced. This, ac- 
cording to the article, “should have a posi- 
tive effect in increasing personal tax avoid- 
ance through corporate interception and 
hoarding of income.” 

The wording of Section 537, which speci- 
fically includes the “reasonably anticipated 
needs of the business” in the term “reason- 
able needs of the business,” is termed an 
“apparent repeal’ of the so-called “im- 
mediacy” doctrine of old Section 102. The 
author notes that whether Section 537 is 
to be applied and interpreted by the In- 
ternal Revenue Service and courts in such 
a manner as to accomplish effective “repeal” 
is for the future to disclose. Buttressing 
his argument as to the “apparent repeal” 
of the “immediacy” doctrine, the author 
quotes a statement from page 53 of the 
Report of the Committee on Ways’ and 
Means of the House of Representatives to 
accompany H. R. 8300 that begins: “In 
order to eliminate the immediacy test, your 
committee has expressly provided .. . .” This 
language, the author says, was also restated 
in Senate Finance Committee Report 1622, 
pertaining to the Code revision, at pages 
69-70. 

“Further,” states the author, “an adequate 
defense to a government challenge of a 
present excessive accumulation of liquid 
earnings is for the taxpayer to declare his 
intention to commit such liquid earnings to 
some real investment in lis business at a 
future time, even though di. tant, supported 
by corporate plans of a speciiic and definite 
character.” 


Corporate Liquidations 


This a review of ‘‘Tax Aspects of Dis- 
solving a Corporation,"’ by Paul L. 
Freter. Chicago Bar Record, October, 
1955. 


Mr. Freter is an attorney, Chicago. 


This article presents a number of tax 
consequences resulting from the liquidation 
of a corporation. The author’s comments 
may well be used as a check list, along 
with nontax reasons, in arriving at a de- 
cision in respect of liquidation. The article 
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is confined to ordinary liquidations. No 
attempt is made to treat the liquidation of 
a subsidiary corporation by its parent, the 
liquidation of a corporation for the express 
purpose of transferring its assets in whole 
or in part to a new corporation or the 
subject of partial liquidations. 


The author points out that, as a general 
rule, there is no taxable effect on a corpora- 
tion in the distribution of assets to share- 
holders. Like so many other general rules, 
however, this one is not all inclusive. There 
are exceptions relative to the accounting 
methods used by the corporation. Where 
the installment method of reporting income 
has been used, the distribution of the in- 
stallment obligation to a shareholder will 
result in an immediate accrual to the corpo- 
ration of all unreported income stemming 
from the obligation and the taxation to the 
corporation of such income. Distribution 
of rights to earned income which is not 
yet reportable also subject the corporation 
to tax on the income. 


The author also finds that the timing of 
a liquidation should be considered in order 
to take advantage of any unused net operat- 
ing loss carry-over or carry-back. This 
gives a liquidating corporation an oppor- 
tunity to reduce current taxes or recoup 
a portion of prior taxes paid. 


In addition, the author discusses the 
treatment of organization and deferred ex- 
penses, indebtedness to shareholders, sale 
of corporate assets, the effect of liquidation 
on shareholders, the postponement by 
shareholders of gain on liquidation and 
collapsible corporations. 


The author concludes the article with a 
short discussion of income tax and informa- 
tion returns which must be filed during 
the period of liquidation and a summary of 
pertinent questions and recommendations 
to be considered. 


Life Insurance Taxation 


This is a review of “Taxation of Life 
Insurance Under the Revenue Act of 


1954,"" by Peter M. Winkelman. 
Southern California Law Review, July, 
1955. 


The author is a law instructor, School 

of Engineering, University of Southern 

California. 

This article is a study of the significant 
changes made in the estate and income tax 
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provisions affecting life insurance made by 
the 1954 Code. 


The first part of the article, which is re- 
viewed here, is devoted to estate tax changes. 
One of the changes of the new Code was 
to eliminate the “payment of premium” test 
and retain the “incident of ownership” test 
in determining the taxability to the dece- 
dent’s estate of proceeds of life insurance 
policies payable to beneficiaries other than 
the executor. 


The author points out that the change 
may be only temporary, considering the 
previous history of the estate taxation of 
life insurance proceeds. Prior to 1942, the 
Treasury had alternated between the “pay- 
ment of premium” and the “incident of 
ownership” tests. In 1942 Congress ended 
the confusion by adopting both tests as 
criteria of taxability. 


While Congress was eliminating the “pay- 
ment of premium” test in the 1954 Code, it 
made some changes in the operation of the 
“incident of ownership” test. Whereas, 
under the 1939 Code, a reversionary interest 
was considered an incident of ownership 
for applying the “payment of premium” 
test, but not the “incident of ownership” 
test, with the dropping of the former test 
in the 1954 Code, the term “incident of 
ownership” now includes a reversionary 
interest. In addition, a reversionary inter- 
est constitutes an incident of ownership not 
only when arising by express terms of the 
policy or other instrument, as formerly, 
but also when arising by operation of law. 
Further, it is so constituted only if the value 
of the interest exceeds 5 per cent of the 
value of the policy immediately before the 
death of the decedent, rather than any time 
after January 10, 1941, as formerly. 


Case law is cited to illustrate the uncer- 
tainty that exists regarding the tax treat- 
ment of transfers of existing policies to a 
spouse or another person. Certain precau- 
tions for the person who wishes to transfer 
a policy without retaining a reversionary 
interest include the following: (1) “to pro- 
vide that it shall vest in designated suc- 
cessive owners, should the assignee predecease 
the insured, with the proceeds to be paid 
ultimately to some organization which can 
take, and will survive the transferor, such 
as a charitable organization” and (2) “to 
provide enough contingent successive own- 
ers among the normal beneficiaries of the 
insured, so that the value of the reversion 
would be less than 5 per cent of the value 
of the policy.” 
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Income Tax Regulations 


Capital cost regulations dealing with 
patents, franchise, railway sidings and 
cement mixers are amended. 


Paragraph (c) of subsection (1) of Regu- 
lation 1100, providing for the amortizing of 
the capital cost of a patent, franchise, con- 
cession or license for a limited period in 
equal annual deductions over the period, has 
been amended apparently for the purpose of 
clarifying the method of computing the al- 
lowable deduction. 


Two new subsections, (8) and (9), have 
been added to Regulation 1100. The former 
provides for amortizing the cost of capital 
expenditures made by a taxpayer on a rail- 
way siding, which capital expenditures are 
required to be made under contract or other 
arrangement of the taxpayer with the owners 
of the siding. The latter provides for the 
amortization of the capital cost of a patent 
where a part or all of the cost of the patent 
is determined by the use of the patent. 


Cement mixers which were specifically in- 
cluded in Class 10 (30 per cent deprecia- 
tion) of Schedule B have been removed 
from that class. Presumably, cement mixers 
are now “property that is a tangible capital 
asset that is not included in another class 

.’ As such, they rate the 20 per cent 
maximum depreciation provided for in Class 
8 of Schedule B. 


No Appeal from Nil Assessment 


The term ‘‘assessment”’ 
amount of tax demanded. 


means the 


A Western Canada oil company claimed 
that certain drilling and exploration costs 
were items deductible from income as oper- 
ating expenses. These particular expenses 
were in respect of dry holes and actually 
had been covered by advances from a Crown 


Canadian Tax Letter 


Regulations . . . 


““Assessment’’ Defined . . . 


Capital or Income 


Canadian Tax Letter 


corporation. The grants were conditional— 
if the drilling resulted in a dry hole, no 
repayment was required. The company handled 
this transaction on its books by crediting the 
advances to capital surplus and charging the 
expenses entailed in the drilling as current 
operational expenses. 


The Minister first assessed the oil com- 
pany for $1,000, but upon a subsequent 
reassessment this amount was reduced to 
nil dollars. On appeal, the oil company’s 
claim was disallowed by the Appeal Board 
and the Exchequer Court with neither the 
board nor the court ruling on the question 
of whether an appeal could be taken from 
a nil assessment. 

The Supreme Court dismissed the appeal. 
As a first step, without considering the 
merits of the case, the Court ruled that the 
word “assessment” in the context in which 
it was used in the Income War Tax Act 
meant the actual amount of tax which the 
taxpayer was called upon to pay. If no 
amount of tax was claimed, there was no 
assessment and consequently, no right of 
appeal.—Okalta Oils, Ltd. v. Minister of Na- 
tional Revenue, 55 DTC 1176. 


Capital Gain or Income 


Profit from sale of land acquired for 
resale is taxable income regardless of 
manner in which it is sold. 


In 1936, the taxpayer purchased 37% acres 
of land near the outskirts of a large Ontario 
city for the purpose of subdividing into 
building lots. In 1940, approximately two 
thirds of the property was subdivided into 
129 building lots which were sold during 
the period 1940 to 1948. In 1949, the land 
was annexed to the adjoining city and. the 
unsubdivided third of the land was zoned 
by the city for industrial use. The taxpayer 
sold the unsubdivided portion in 1950. A 
gain of $19,411 resulting from this sale was 
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added by the Minister to the taxpayer’s tax- 
able income for 1950. 


The taxpayer contended that the profit 
from the sale of the unsubdivided portion 
of land was a capital gain. She argued that 
the zoning of the property for use by in- 
dustry rendered the property unsuitable and 
unavailable for the purpose for which it was 
originally acquired, and that its increase in 
value since 1936 arose from circumstances 
with which she had nothing to do and over 
which she had no control. 


The appeal was dismissed and the assess- 
ment was affirmed as issued. The Income 
Tax Appeal Board ruled that the land was 
acquired in the first instance for purposes 
of resale. The fact that a portion of the land 
was sold without being subdivided is im- 
material. The taxpayer merely carried out 
in one way what otherwise would have been 
done in another way. The final disposition 
of the remaining block of land had all the 
earmarks of “an adventure in the nature 
of trade.”—No. 293 v. Minister of National 
Revenue, 55 DTC 591. 


Life Beneficiaries v. Remaindermen 


Redeemable preferred shares held to 
be income in hands of trustee for bene- 
ficiaries. 


A private company decided to take ad- 
vantage of the special income tax rules in 
respect of tax on undistributed income. This 
procedure resulted in the issuing of redeemable 
preferred shares (an acceptable vehicle, in- 


come-taxwise, for conveying the funds to the 
shareholders tax free). All the shares in this 
company were held in trust for life bene- 
ficiaries and remaindermen. The facts so far 
in this case shape up to a situation similar 
to that in Re Fleck, Re Mills or Re Waters 
However, there is a slight difference. In the 
present case, several beneficiaries were liable 
to United States income tax. Under the 
federal tax law, the preferred shares (stock 
dividend) would be taxable as income if 
redeemed within the period of two years 
from the date of distribution. To get around 
this, the company provided no time limit 
for the redemption of the preferred shares. 


The Manitoba Court of Queen’s Bench 
ruled that the moneys received by the trustee 
from the redemption of the redeemable pre- 
ferred shares issued was income in its hands 
and not capital. Despite the fact that there 
was no company resolution providing for 
the immediate redemption of the preferred 
shares (as in Fleck) the company, by taking 
the steps it did, committed itself to im- 
mediate redemption. The inclusion of the 
American beneficiaries was undoubtedly the 
reason why no such company resolution was 
passed.—Re Galt Trusts, 55 DTC 1163. 


Re Fleck Again Upheld.—The Fleck case, 
which holds that the proceeds from the re- 
demption of redeemable preferred shares 
are income in the hands of a trustee and 
should be paid to life beneficiaries rather 
than held for remaindermen, has been again 
upheld.—/n the Matter of the Trust Deed of 
Arthur Sturgis Hardy, 55 DTC 1175. 


DEPRECIATION FOR TAX PURPOSES——Continued from page 65 


depends upon the particular circumstances. 
In the usual industrial corporation there 
need be no deferral unless it is clear that 
the tax reductions in the early years after 
adoption of the new method merely repre- 
sent a deferment of income taxes for a 
relatively few years. This might be the 
case, for example, if the application of the 
new method were limited to large pur- 
chases of machinery made in connection 
with a major plant change, with no in- 
tention of extending the application to later 
additions. Even then, however, there need 
be no deferral unless the amounts involved 
are clearly material. 


If the company involved is a regulated 
company, such as a public utility, there are 
other factors to consider that might result 
in a different conclusion. The position that 
eventually will be taken by the various 
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regulatory commissions will have an im- 
portant bearing on the treatment in this area. 


Where the change is made for tax pur- 
poses only, consideration should be given 
to the necessity for disclosure even though 
the tax reductions are not deferred. Ordi- 
narily, disclosure is not required unless the 
effect on net income is material, which 
is not usually the case, and even then there 
need be no qualification as to consistency 


in the accountant’s opinion. 


This discussion of the accounting princi- 
ples to be applied merely sets forth the 
minimum requirements. If one of the new 
methods is adopted, it would be good 
reporting practice and in the interest of 
good stockholder relations to tell the stock- 
holders about the change and what it 
means to them, whether or not disclosure 


is necessary. [The End] 
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Tax-Wise 


Unemployment Insurance 
Coverage Extended 


On January 1, 1956, broader coverage 
under the Federal Unemployment Tax Act 
and under many state unemployment insur- 
ance laws becomes effective. Many em- 
ployers who were formerly excluded because 
they did not meet the coverage requirements 
(eight workers in 20 weeks during a year) 
must review their liability status. In 1956, 
under the federal act, employers having 
four or more workers in covered employ- 
ment for some portion of a day in each of 
20 weeks are subject to the provisions of 
the act. 

On the state level, the coverage require- 
ments vary. For example, 20 states amended 
their unemployment insurance laws in 1955 
to agree with the coverage provisions of the 
federal act. In Kentucky, Missouri, Okla- 
homa, Virginia and West Virginia the 
change-over to the federal coverage re- 
quirement is automatic under the special 
provisions in their laws. Four states, which 
already covered employers of four or more, 
broadened their coverage beyond that of the 
federal act—Connecticut to employers of 
three or more in 13 weeks during the year, 
New York to employers of three or more 
during 1956 and to employers of two or 
more thereafter, Oregon to employers of 
two or more in six weeks during a calendar 
quarter and Rhode Island to employers of 
one Or more on any day during the year. 
The remaining states already cover employ- 
ers of four or more (and quite often em- 
ployers of one or more) or use payrolls as 
the basis of coverage. 

In Oregon and Rhode Island, the taxable 
wage limitation will be increased to $3,600 
beginning January 1. So far, four states 
(including Delaware and Nevada) and the 
Territory of Alaska have adopted the $3,600 
limitation. 


Tax-Wise 


Taxes... 


Tax People... 
Things Taxed... 


Tax Reduction Program Proposed 


A program for tax reduction which it be- 
lieves will follow generally applicable prin- 
ciples of sound finance such as will contribute 
to economic stability, growth and equity is 
proposed by the Program Committee of the 
Research and Policy Committee of the Com- 
mittee for Economic Development in its 
Tax Policy in 1956, published in December, 
1955. 

By way of introduction to its recommend- 
ations, the committee states: “Taxation is 
the means by which we provide for national 
defense and other services performed by 
government. Moreover, the amount of taxes 
and the kind of taxes affect the whole out- 
look for jobs, prices and incomes; and, of 
course, they affect the fairness with which 
the costs of government are shared among 
taxpayers.” 

The policy statement envisions reductions 
in individual income tax, the corporate in- 
come tax and certain excise tax rates. 


The major tax impediments to growth in 
the economy are to be found in the prevail- 
ing rate schedule of the individual income 
tax. To be sure, all income taxes impede 
economic growth to some extent. However, 
the committee feels that the effect of the 
present rate schedule on certain middle- and 
upper-bracket rates is disproportionately 
heavy, especially in view of the peculiar, 
risk-taking contribution which most tax- 
payers in these brackets make to the growth- 
economy of the nation. As a result, all 
income tax rates should be reduced, with a 
relatively greater percentage reduction made 
in the middle and upper brackets where ex- 
tremely high rates are seriously interfering 
with the incentive to take risks and with the 
supply and mobility of investment funds. 
In dollar savings, of course, taxpayers in the 
lower brackets would be greatly benefited 
because of the large number of people 
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affected. The effective date for the reduc- 
tions would have to be decided after the 
budget picture for the fiscal year 1956-1957 
has been clarified. 


Although the corporate income tax, now 
at 52 per cent, is scheduled to go down to 
47 per cent on April 1, 1956, budgetary 
proposals may not permit the full reduction 
without creating a conflict with reduction 
of individual income tax rates. However, 
it is felt that the corporation income tax can 
be reduced at least two points, to 50 per 


cent, on the date of the scheduled reduction. 


The excise tax rates on automobiles and 
parts and on alcoholic beverages, tobacco 
and gasoline are also scheduled for reduc- 
tion on April 1, 1956. Selective excises are 
inevitably discriminatory. The present sys- 
tem, in which some items are taxed at high 
rates, others at low rates and still others 
not at all, together with the fact that the 
imposition of the excises varies between the 
manufacturer and the retailer level, cannot 
be justified. Viewing the total possible rev- 
enue reduction next year in terms of $3 to 
$4 billion, the amount available for cutting 
excises wil! necessarily be small. Keeping 
in mind the recommended reductions in in- 
dividual and corporate income taxes, the 
committee suggests that the rates on auto- 
mobiles and parts be allowed to decline as 
scheduled. The scheduled reductions ix 
excises on alcoholic beverages and tobacco 
would depend largely upon finding more 
room for tax reduction. With regard to the 
scheduled gasoline tax reduction, the com- 
mittee feels that any decision should be 
made a part of a program for financing 
increased federal highway expenditures. 


In summing up its recommendations, the 
committee points out that the combination 


of an individual income tax cut with the 
smaller cuts in the corporate and excise taxes 


will make the maximum contribution to con- 
tinued economic growth. 


Treasury Secretary Humphrey does not 
share the optimism of the committee. In a 
recent press conference the Secretary stated : 
“I would like to be as optimistic as the 
Committee for Economic Development... . 
but I am bound by the facts and I can’t see 
anything like that at present.” 

The Secretary did not attempt to predict 
the Administration’s tax program, saying it 
would be revealed in the President’s state 
of the union message in January. Mr. 
Humphrey is still of the opinion that in- 
creased revenues and decreased spending 
must come about before tax cuts in any 
amount should be considered. 


State Tax News 


Alabama.—On December 6, 1955, the voters 
of Alabama went to the polls to cast their 
“yeas and nays” on a number of proposed 
constitutional amendments, the most im- 
portant of which would authorize the legis- 
lature to levy and collect a special tax on 
incomes, fixing the rates at which the tax 
may be levied and dedicating the proceeds 
for educational purposes (Act 233). The 
voters rejected the proposal. As a result, 
the governor has announced a special ses- 
sion for January to get the legislative 
machinery oiled for a constitutional convention. 


Arizona.—A group of doctors may become 
an association and be treated as a corpora- 
tion for federal income tax purposes without 
violating the laws of Arizona and without 
endangering their individual licenses to prac- 
tice medicine, provided that the doctors 
maintain a business enterprise recognized 
as a partnership under the laws of Arizona. 
—Opinion of the Attorney General, November 
3, 1955. 


City Tax Calendar... 


February 1—Louisiana: New Orleans whole- 
sale dealer occupation license tax due. 


February 15—Arizona: Phoenix business 


privilege tax reports and payment due. 

Colorado: Denver sales tax reports and 
payment due. Pennsylvania: Erie em- 
ployer withholding tax reports and pay- 


ment due. 
February 20—Louisiana: Baton Rouge sales 


and use tax reports and payment due; 
New Orleans sales and use tax reports and 
payment due. 
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February 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 

February 28—California: Los Angeles gross 
receipts tax reports and payment due. 
Pennsylvania: Scranton employer informa- 
tion reports for school district income tax 
due, 

February 29—Missouri: St. Louis employer 
withholding reports and payment due. 
Ohio: Dayton employer withholding re- 
ports and payment due. 


TAXES—The Tax Magazine 


| 
| 





State Tax Calendar 





The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: February 1—Corporation per- 


mit applications and fees due. 


ARIZONA: February 15—Annual with- 
holding reports due. 


CALIFORNIA: February 6—Oil and gas 
production tax second installment due 
(last day), February 15—Personal in- 
come tax information reports and pay- 
ment of amounts withheld due. 


COLORADO: February 29—Property and 
mine tax first installment due. 


CONNECTICUT: February 15—Foreign 
and domestic corporation annual reports 
and fees to be filed with Secretary of 
State due. 


DISTRICT OF COLUMBIA: February 
15—Incom: information reports due. 


ILLINOIS: February 28—Franchise tax 
statements due (last day). 


IOWA: February 1—Property tax from 
freight line and equipment companies due. 
—Statements of property claimed to be 
exempt from ad valorem taxation from 
war veteran, religious, literary and chari- 
table associations due (last day). 


LOUISIANA: February 1—Domestic cor- 
poration reports due. February 15—Cor- 
porate income information reports due— 
Personal income information reports due. 


MARYLAND: February 15 — Corporate 
income information reports due.—Personal 
income information reports due, 


MISSISSIPPI: February 1—Property tax 
first semiannual installment due. 


MONTANA: February 15—Annual income 
tax withholding reports due. — Annual 
withholding reports and payments due if 


State Tax Calendar 
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quarterly taxes are less than $10.-—Esti- 
mated personal income tax declaration 
due. 


NEW JERSEY: February 1—Property tax 
quarterly installment due. 

NEW MEXICO: February 1— Mineral 
property reports due. February 6—Prop- 
erty reports from railroad, telegraph, 
telephone and transmission or pipeline 
companies due. 


NEW YORK: February 15—Personal in- 
come information reports of amounts paid 
residents due-—Personal income tax fourth 
installment due. 

NORTH DAKOTA: February 15—Prop- 
erty tax reports from railroad companies 
due. 


OKLAHOMA: February 15 — Corporate 
income information reports due—Personal 
income information reports due. 

OREGON: February 1—Property reports 
from utilities due. February 15—Personal 
income information reports due.—Prop- 
erty tax quarterly installment due. 

PENNSYLVANIA: February 15—Personal 


property reports due. 


RHODE ISLAND: February 28—Corpo- 


ration annual reports due. 


SOUTH CAROLINA: February 20—Prop- 


erty reports from pawnbrokers due. 


SOUTH DAKOTA: February 28—Foreign 
corporation tax reports and payment due. 


UTAH: February 10—Mining property tax 
reports due. February 13—Property re- 


ports from public utilities due. 


VERMONT: February 15—Personal in- 


come information reports due. 
VIRGINIA: February 15—Information at 
the source reports from corporations and 
partnerships due. 
WISCONSIN: February 28 — Persona! 


property tax and real property tax (if 
paid in single installment) due. 
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Keop Your Copies in File 


You can always find that important article you 


need, when you want it. Each binder holds 
twelve issues. Any issue quickly inserted or 


removed. Handsome, durable black covers, 
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Federal Tax Calendar 


February 10— 


Return for excise taxes, and for employ- 
ment taxes, due for quarter ending De- 
cember 31, 1955, if, and only if, the 
particular return is accompanied by de- 
positary receipts showing timely deposits, 
in full payment of the taxes due for the 
entire quarter. Return Forms 720 and 
941, and depositary receipt Forms 537 
and 450. 


February 15— 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amount of (1) income 
tax withheld from wages under Code 
Section 3402, (2) employees’ tax with- 
held under Code Section 3102 and (3) 
employer's tax under Code Section 3111 
where, during the preceding month, the 
aggregate of such amounts exceeded $100. 
A separate computation must be made 
for taxes on agricultural labor. Form 
450. 

Due date, by general extension, of returns 
for year ending August 31, 1955, in the 
case of (1) foreign partnerships, (2) 
foreign corporations which maintain an 
office or place of business in the United 
States, (3) domestic corporations which 
transact their business and keep their 
records and books of accounts abroad, 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States and 
(5) American citizens residing or trav- 
eling abroad, including persons in the 
military or naval service on duty out- 
side the United States. (Regulations 
118, Section 39.53-3(a). Forms: (1), 
Form 1065; (2)-(4), Form 1120; (5), 
Form 1040.) 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for January. Form 957. (Code Section 


6035.) 


Due date for delivery to district director 
of internal revenue, by stamp depos- 
itaries of the United States, of requisi- 
tions for all stamps purchased during 
the preceding month, with statement 
showing stamps on hand at beginning 
and end of such month and stamps sold 
during that month. Payment also due 
for proceeds of sales of stamps sold 
during preceding month. (Regulations 
71, Section 113.142.) 


February 28— 


Due date of annual information returns 
of dividends, salaries from which tax 
has not been withheld, and other pay- 
ments. Form 1099, except Form 1041 
by fiduciaries reporting distributions to 
beneficiaries of estate or trust. 

Annual return of information due as to 
foreign items paid to an individual, 
partnership or fiduciary. Form 1099. 

Due date of annuai return of information 
on distributions in liquidation. Forms 
1096, 1099L. 

Due date of annual return of information 
as to income received by other than 
actual owner thereof. Form 1087. 

Due date of annual information return 
of 1955 corporate distributions claimed 
to be nontaxable. Forms 1096 and 1099. 


February 29— 


Due date for deposit of the following 
excise taxes for January in an author- 
ized depositary, if such taxes reportable 
for January exceeded $100: taxes on safe 
deposit boxes; transportation of oil by 
pipeline; telephone, telegraph, radio and 
cable messages and services; trans- 
portation of persons; admissions, dues 
and initiation fees; gasoline, lubricating 
oils and matches; sales by manufac- 
turers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. (Regulations Section 477.4.) 





Four Timely CCH Tax Titles 


1956 U. S. MASTER TAX GUIDE 


For new 1955 changes affecting Individual’s Form 1040, other forms, 
schedules, etc. Conserves time, protects against overpayments and mistakes 
in preparing 1955 income tax returns to be filed in 1956, and in handling 1956 
tax questions. Based on Internal Revenue Code as amended to date of publi- 
cation, Treasury Regulations and controlling Court and Tax Court decisions, 
this dependable Guide will prove an excellent desk or brief case aid. Contains 
a complete explanation of federal income taxes as they affect individuals, 
partnerships, corporations, estates, and trusts. Complete, practical, it includes 
rate tables, withholding tables, check lists of deductible and nondeductible 
items, plus new 1954 Code actuarial tables for computing the tax-free and 
taxable parts of annuities. Detailed topical index. In all, 432 pages, 6” x 9”, 
paper covers. Price, $3 a copy. 


FEDERAL ESTATE AND GIFT TAXES EXPLAINED 
—INCLUDING ESTATE PLANNING 
1956 Edition 


Clear, understandable, this new book should make a helpful guide to what 
is or is not subject to federal estate and gift taxes. It provides a plain-English 
explanation of the “whats,” “whys” and “hows” of these taxes under the 1954 
Revenue Code, together with filled-in schedules to illustrate the manner in 
which transfers are reported on Estate and Gift Tax Return forms. In 
addition, it features helpful discussion of estate planning. Topical index, table 
of cases. About 224 pages, 6” x 9’, paper covers. In preparation. 

Price, $3 a copy. 


HOW FEDERAL TAXES AFFECT LIFE INSURANCE AND ANNUITIES 


This handy book outlines the new principles of federal income taxation 
involved in most life insurance and annuity problems, including those arising 
under particular relationships, such as debtor-creditor, employer-employee, 
partner-partnership, and others. Special study of insurance-funded retirement 
payment plan for executives, with tax savings accruing to the executive and 
his corporate employer. Based on today’s effective tax law. Index, case table. 
In all, 64 pages, 6” x 9”, paper covers. Price, $1 a copy. 


ESTATE PLANNING—QUICK REFERENCE OUTLINE 
Third Edition, 1955 
By William R. Spinney 
Sound, succinct presentation of effective estate planning, reflecting the 
latest tax law throughout and including a thorough discussion of com- 
munity property. Table of cases, topical index, 96 pages, 6” x 9”, paper covers. 
Price, $1 a copy. 


@ All Dependable—All Commerce Clearing House Publications @ 
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